




























pisiecchemindiintnmtiedn ocd et 


Unemployment | 


‘The problem of unemployment is due to a great extent to the insbility f the average 
i man to meet th: requirements of the position which calls for : training. 


|| The Problem of 


| ame hnadinnnhetiahiiitemesmmneaaamete te ee 











NEW YORK UNIVERSITY 
SCHOOL OF COMMERCE 
ACCOUNTS AND FINANCE 


| 
| 
| 
hee been giving resident work to men and women with the object of preparing them a 
| 
i 




















for the specialized position as well as giving them a good fundamental knowledge of 
| general business principles. 

During the year 1919-1920, beginning September 28, 174 courses will be offered. |}. 
Regular four-year high school graduates or men and women over 21 years of age 


are eligible for entrance. Write, call ‘or telephone for bulletin No. 119, which gives 
_ @ full description of all the courses as well as other information of in Address; 


Secretary 
New York University, / 
School of Commerce, Accounts and Finance, 


82 Waverly Place, | 
New York City. i 


SSSA SE 

















Business Book Insurance 


| WH EN you purchase a book through our Retail 
Sales Office you can rest assured that it is one of 
the best books published on the subject. Our stock is 
not large, but it is carefully selected. What we may 
lose in quantity we make up in quality. 
Why not buy your business books from among the 
selected titles found in this stock and insure your book 
purchase. 
Office open Monday to Friday} 8:45 A. M. to 5:80 P. M. | 
Saturdays, 8:45 A. M. to 1:30 P. M. 


THE RONALD PRESS COMPANY 
20 Vesey Street, New York Ci 
































fs ais 710 ' Tel. Barclay 5098 











When writing to advertisers kindly mention Tux Jovamat or Accouxtancr 







The Journal of Accountancy 


Official Organ of the American Institute of Accountants 


Vol. 28 AUGUST, 1919 No. 2 














Water Utilities Accounting* 
By Witi-A. CLADER 


A water company is engaged in the business of supplying a 
commodity which is a necessity. The very nature of its business 
requires it to be vested with certain privileges not enjoyed in 
common by all persons, to wit: the privilege of exercising certain 
rights in streets and public places. In addition, in most cases, 
a water company enjoys if not a legal at any rate a practical 
monopoly of at least a portion of the business in its particular 
field, so that the consumer is not free to select the persons from 
whom he buys his commodity. As a result of these conditions, 
the law has always conferred upon the sovereign power the right 
reasonably to regulate the service of a water company and the 
compensation it is to receive therefor. This right of regulation, 
however, carries with it the obligation to allow the utility to earn 
a fair return upon the value of the property used and useful in 
the business in which it is engaged. 

The modern method of regulation is by a state commission 
vested with power to make rates and regulate service. In 46 
out of 48 states, public service commissions have been established 
with more or less power of regulation over corporations, rail- 
roads and public utilities. Only Delaware and Utah are without 
such commissions. 

In most cases the powers extend over the methods of account- 
ing and of financing. These laws, excepting in the case of Massa- 
chusetts, are of recent enactment. The public utility law in 
Massachusetts was passed in 1886, the Wisconsin law in 1905. 
Practically all the others have been passed since that time, so 
the method of regulating the accounts, though well established, 
must be regarded as experimental. 


*A paper presented at the tri-state meeting of accountants of Delaware, Maryland 
and Virginia at Baltimore, June 25, 1919. 
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It was early realized that intelligent and successful regulation 
cannot be obtained without proper accounting. 

Investigation of water utility accounting methods disclosed 
that there were many systems of accounts in use and showed that 
common terminology and uniformity of practice in the accounting 
offices were indispensable to a clear understanding of many of 
the problems demanding attention. While a number of the water 
utilities had adopted for themselves comprehensive schemes of 
accounts which answered their own purposes, the final allocation 
of important items of expenditures remained entirely in the hands 
of the management, and afforded opportunity, to some extent, at 
least, of presenting to their stockholders and to the public reports 
that did not disclose the exact condition of the property or the 
results of its operation. 

To correct the existing conditions, one of the first problems 
taken up by a new public service commission is that of promul- 
gating and prescribing a uniform classification of accounts for 
the utilities under its jurisdiction. 

On December 8, 1908, the railroad commission of ‘Wisconsin 
prescribed a uniform classification of accounts for water utilities. 
The public service commission of Maryland issued an order under 
date of June 19, 1911, prescribing a uniform system of accounts 
for water companies, effective July 1, 1911. The commission in 
Nevada prescribed a system in June, 1911; New Jersey, effective 
January 1, 1913; Indiana and Montana, July 1, 1913; Idaho, 
January 1, 1914; Missouri, January 1, 1915; Maine and New 
Hampshire, July 1, 1915; Colorado, January 1, 1916; Pennsyl- 
vania, January 1, 1918; and Illinois, January 1, 1919. The bureau 
of inspection and supervision of public offices, state of Wash- 
ington, prescribed a uniform classification of accounts for munici- 
pal water utilities effective January 1, 1916. 

The director of the census presented on August 5, 1911, a 
scheme of uniform accounts for systems of water supply, 
arranged at a conference of and by correspondence between rep- 
resentatives of the bureau of the census, American Water-works 
Association, New England Water-works Association, American 
Association of Public Accountants, Ohio bureau of uniform 
accounting and others interested in the subject. This scheme of 
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accounts was reported to the American Water-works Association 
by its committee on uniform annual reports and accounts at its 
annual convention of 1911. 

The report of the American Association of Public Account- 
ants’ committee on standard schedules for uniform reports upon 
municipal industries and public service corporations, which was 
published in the May, 1909, number of THE JouRNAL oF Ac- 
COUNTANCY, describes in detail the instrumentality of the national 
association of professional accountants in the framing of a finan- 
cial schedule for water-works. 

The Pennsylvania and Illinois classifications are very com- 
plete. They represent combinations of ideas that have proved to 
be practicable in other states. 

The subject is so vast and the side issues are so numerous 
that to compile an article on the accounting of water utilities 
that shall not be on the one hand quite unwieldy or on the other 
quite inadequate is a very difficult task. The temptation to 
elaborate minor points is constantly present, and in doing so the 
main thread of the subject is apt to be interrupted. It has seemed 
more important to present a comparatively simple view of the 
general structure of water company accounts than to attempt the 
detailed description of specific accounts, on which in fact many 
adequate volumes are already in existence. It would be imprac- 
ticable within the limits of this paper to comment at length con- 
cerning schedules of accounts to which attention has been directed, 
but the classifications prescribed by Pennsylvania and Illinois 
may be said to be fairly representative of the methods prescribed 
by other commissions, and these observations on water utilities 
accounting will be confined, mainly, to the accounting procedure 
outlined therein. 

The accounting orders issued by the various public service 
commissions which have jurisdiction over water utilities require 
that every water company carry on its books the accounts pre- 
scribed by the commission’s uniform system, so far as they are 
pertinent to the facts and circumstances of the utility, and keep 
such accounts in conformity with the definitions and instructions 
contained in the accounting orders. It is also required that all 
accounts kept by the utilities must be kept by the double-entry 
method. This last requirement does not apply to purely statis- 
tical accounts. 
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The accounts are usually divided into two general classes, 
balance-sheet or indicant accounts and income accounts. A com- 
parison of the balances in the balance-sheet accounts at any par- 
ticular moment will, if the accounts have been properly kept, 
show the then existing condition of a corporation’s affairs so 
far as such condition can be shown through the accounts. 

These accounts with their subsidiary accounts are all that are 
necessary prior to the time when the corporation becomes what 
may be called a going concern. 

When a corporation begins operations it requires an additional 
group of accounts in which to classify in convenient form the 
accounting history of the various changes it undergoes. Such 
accounts bring together or accumulate the accounts of the various 
incidents of the corporation’s history and are called the income 
accounts. They are made up usually on a yearly basis and are 
closed into one grand account called corporate surplus or deficit, 
which ties together this group of accounts and the balance-sheet 
accounts. 

The balance-sheet accounts are divided on the asset side into 
fixed capital, investments, floating capital and temporary debits ; 
and on the liability side into funded debt, floating liabilities, 
reserves and capital stocks and surplus. 

Owing to the great difference in sizes of utilities, it was found 
necessary to prepare separate schedules which would recognize 
this condition. By each following the same general principle it 
would permit comparison of operating results between the smaller 
and larger companies. 

The utilities are divided into classes determined by the 
average total annual operating revenue. The _ balance-sheet 
accounts are kept by all utilities. The income accounts appli- 
cable to the class in which the utility is placed by its revenues 
must be kept. Any utility may use the accounts prescribed for 
the next higher class and may further divide any accounts into 
such subdivisions as are desired. 

In Pennsylvania the general scheme provides 70 fixed capital 
accounts and 30 other asset accounts. There are 32 liability and 
reserve accounts. There are 107 income accounts with six 
divisions. Seventeen of these accounts are for operating revenues ; 
55 for operating expenses ; 12 for non-operating revenues; 10 for 
non-operating expenses; 12 for income deductions; and one for 
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net corporate income, sometimes called the profit and loss account 
for the year. In addition there are four appropriation accounts, 
three surplus credit and 11 surplus debit accounts. 

A uniform system of accounts requires that provision be made 
for all known contingencies; therefore only the accounts perti- 
nent to the facts and circumstances are to be given consideration 
by a corporation. Many of the accounts may never be used, so 
the classifications are not burdensome, provided proper book- 
keeping machinery is installed with which to keep the accounts. 
A voucher register, for instance, with columns for all the fixed 
capital and operating and other expense accounts, 147 in all, in 
addition to a few additional columns for other accounts to which 
there may be numerous charges, would be a cumbersome book. 
In consequence, the fixed capital and operating expenses accounts 
can be kept in sub-ledgers more conveniently, making necessary 
only two columns in the voucher register for those two groups 
of accounts. With a column for materials and supplies account, 
two blank columns and one for miscellaneous with amount and 
account columns, the voucher register would be only fourteen 
inches wide when opened. The vouchers containing charges to 
the sub-accounts of the fixed capital and operating expenses con- 
trolling accounts would be posted directly to the subsidiary 
ledgers. 

The fixed capital of a utility, as defined in some of the classi- 
fications, ‘“‘means its property, tangible and intangible, which is 
used in the collection and sale of water and has an expec- 
tation of life in service of more than ove year.” This includes 
all property which is directly possessed and used by the utility 
for business purposes and maintained in a fixed condition. 

In the accounting for expenditures for construction purposes 
it is required that the first entry in regard of any particular thing 
describe it with such particularity as to permit its identification. 

The fixed capital accounts shall show the actual cost to the 
corporation of the property, both tangible and intangible, acquired 
by the company. As the rates of a water utility are predicated 
upon the value of the property used for the convenience of the 
public, it is necessary that the fixed capital accounts be so kept 
as to allow an inventory and appraisal to be compared therewith. 

Expenditures for plant and equipment in process of construc- 
tion, but not yet ready for service, are charged to an account 
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entitled “construction work in progress.” When the projects 
are completed, the cost is transferred to the permanent fixed 
capital accounts. 

Property included in fixed capital is divisible into original 
plant and equipment, additions, betterments and replacements. 
Original plant and equipment is the fixed capital installed or 
acquired by the utility at the beginning of its regular operations 
and as provided and arranged for in the original plan of con- 
struction. The additions are land, structures and equipment 
added to those in service at the beginning of operations and not 
taking the place of any property of like purpose previously exist- 
ing. Betterments are en'argements or improvements of existing 
structures, facilities or equipment, usually made with the object 
of rendering the properties affected more useful or of greater 
capacity than they were at the time of their installation or acqui- 
sition. 

In auditing water companies, charges to fixed capital are often 
found covering a portion of the time of the superintendent and 
his clerical force. This cannot be deemed conservative business 
practice, inasmuch as the probabilities are that the overhead 
charges of a plant will not be decreased to any extent even though 
additions are not under way, and, therefore, the absorption of 
part of these charges when additions are in progress has the 
effect of reducing the operating costs, as compared with months 
in which no construction work is under way. Public service 
commissions have consistently ruled that there shall be no charges 
to fixed capital on account of engineering in construction except 
as such engineering shall be performed by others than the regular 
operating employees or officers of the company. 

The cost of certain of such items as organization and water 
diversion rights is chargeable to intangible fixed capital, but the 
value is being lessened gradually by the lapse of time and should 
be amortized at a rate to extinguish the amount at the end of 
the life of the privilege. 

When any part of the fixed capital is withdrawn or retired 
from service for any cause, its book value must be eliminated 
from the accounts. The accumulated amount of depreciation 
accrued on the thing retired is chargeable to the depreciation 
reserve account. The excess of original money cost over accrued 


86 











Water Utilities Accounting 


depreciation may be charged to surplus or to “property aban- 
doned account” and amortized over a period of years by charges 
to extraordinary depreciation. 

The modern tendency of public service commissions through- 
out the country is to prohibit the capitalization of brokerage and 
discount. Wisconsin is one of the few states in which it is 
permitted under the uniform system of accounts prescribed by 
a state commission. Most accounting orders contain uniform 
provisions forbidding the charging of discount on securities to 
capital account and requiring the amortization of discount during 
the term of the bond. 

In the Illinois system a departure from the practice heretofore 
generally followed in public utility accounting classifications will 
be found in the provisions covering the accounting for plant and 
equipment expenditures of companies operating electric, gas or 
heating utilities in conjunction with the water utility. Such 
companies are permitted to carry in the appropriate accounts the 
cost of land, buildings and other property jointly used, without 
making an apportionment thereof to the different utilities. All 
property expenditures that can be properly segregated as between 
utilities must be so treated and only those for which there exists 
no accurate basis of division are covered by these provisions. 

When capital stocks and bonds of a utility are reacquired 
in circumstances that require that they shall not be treated as 
cancelled or retired, the accounting orders provide that the differ- 
ence between the par value and the cost of reacquisition be 
debited or credited to surplus, as should be done also in the case 
of any amounts carried in the discount and premium accounts 
relating to such securities. 

In many states whose utilities are regulated capital stocks may 
not be sold for less than par. In the Illinois classification, how- 
ever, an account “unextinguished discount on capital stock” is 
prescribed and “this account shall include the total of the net 
debit balances, if any, in the discount and premium accounts for 
the several classes of capital stock.” 

In Idaho an account “dividends accrued” is prescribed and 
“to this account may be credited at the close of each month the 
amount of dividends accrued on preferred and common stocks 
during such period at the rates of dividend payments established 
by the corporation.” It is impossible to conceive how any one 
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familiar with corporation accounting would make the mistake of 
setting up dividends as a liability before they have been declared. 

Workmen’s compensation and liability insurance when the 
risks are not carried by the company should be computed monthly 
on the payroll at the rates in the policy. A journal entry should 
be made charging the proper account and crediting prepaid insur- 
ance until the advance premium is consumed, when the account 
“insurance accrued” should be credited in order to show the 
liability of the corporation for such insurance. When the addi- 
tional premium is paid the insurance accrued account will 
be charged. Care must be exercised to charge “insurance during 
construction” in the fixed capital group of accounts with the in- 
surance on the construction payroll, as this is purely part of the 
cost of making the additions and betterments to the plant of the 
company. Operating expenses should be charged with only the 
insurance on that portion of the payroll applicable to the operating 
expense accounts. 

Two water classifications cover the important matter of con- 
tingent liabilities—those of Illinois and New Hampshire. It is 
required that “contingent assets and liabilities shall not be included 
in the body of the balance-sheet statement, but shall be shown 
in detail in a supplementary statement accompanying the balance- 
sheet statement.” The definition given is that “contingent liabili- 
ties include items which may, under certain conditions, become 
obligations of the company, but are neither direct nor assumed 
obligations at the date of the balance-sheet.”’ 

A statement of the results of operations is called the income 
account. It includes the revenue accounts, the revenue deduction 
accounts, i. e., the operating expenses (including depreciation), 
taxes and uncollectible bills, and the income deduction accounts, 
i. e., bond and other interest, rents and other contractural pay- 
ments. The excess of total income over total deductions is the 
net corporate income. The excess of total deductions over total 
income is the net corporate loss. 

The operating revenue accounts of a water utility are those in 
which are recorded for each fiscal period the amounts of money 
which it receives or becomes entitled to receive for sales of water 
and for other services which it renders in conjunction with the 
operation of its water system. 
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Water rates are fixed by meter measurement or by flat rate 
based on frontage, number of rooms in the building and the 
facilities used by the consumer, such as sprinkling, faucets, bath- 
rooms, etc. The flat rate method is generally used, but privately 
owned companies and municipally owned plants are rapidly resort- 
ing to meter rates. 

The charges to consumers on a meter basis are handled in the 
accounts in the same way as in electric light, power and gas com- 
panies, with practically the same records for recording income. 

Flat rates as a rule are paid in advance during different periods 
of the year, so the income not earned must be set up on the books 
as a liability in an account called “service billed in advance” in 
the Pennsylvania and Illinois classifications; “revenue of future 
periods levied in advance” and “unearned revenue” in others. 

Some water companies read the meters quarterly. When this 
is done and the accounting period is the month the amount of 
revenue estimated as accrued during the month for water fur- 
nished to consumers for which bills have not been rendered is 
charged to “unbilled water service” and credited to revenue. 

Merchandise and jobbing are distinct parts of the water busi- 
ness for its promotion. The revenue obtained from this branch 
of the business is an operating revenue and is so classed in the 
Illinois scheme of accounts. In the Pennsylvania classification 
and in many of the others it is listed as a non-operating revenue. 
This is only one of the many inconsistencies in the various classi- 
fications. The profit is generally determined without applying the 
proper proportion of the general overhead expenses ; consequently 
the so-called profit should be included in the revenue accounts 
from which the total operating expenses are deducted. It is advis- 
able to subdivide the merchandise and jobbing revenue account 
into two accounts, one for the sales and one for the expenses, to 
eliminate the necessity of analyzing the account when the gross 
business is to be determined. This is a fundamental principle of 
accounting overlooked in the majority of the classifications. 

The operating expense accounts are those in which are recorded 
for each fiscal period the expenses of operating the water system, 
the expenses of maintaining the property used in the water opera- 
tions, the expenses of collecting the water revenues, the expenses 
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of accounting for the water transactions, the general and super- 
visory expenses connected with the water transactions and all other 
expenses incident to the operating revenues. 

Depreciation can be referred to herein only in a general way. 
The American Water-works Association appointed a committee 
on depreciation and received from it a most comprehensive report 
which was read at the 1917 annual convention at Richmond, Vir- 
ginia, and published in the March, 1919, issue of the Journal of 
that association. In this report the fundamental principles of 
depreciation are given recognition by those experienced in water- 
works operation. In the report it is stated that “it is a well- 
recognized principle in the operation of public utilities, that the 
investor, whether a private corporation or a municipality, must 
be allowed to keep the original investment and its additions intact. 
Unless this principle governed, it would be impossible to secure 
capital for plant additions. It is necessary, therefore, to allow 
earnings to be realized which will pay all ordinary operating costs 
and make good all of the other losses of value above described, 
and, in addition, earn a fair net return upon the investment. 

It was found that provision for caring for depreciation should 
be as follows: 

First: provide for all ordinary, more or less continuous main- 
tenance as an ordinary operating charge. 

Second: create, where possible, a separate reserve fund for 
depreciation, sufficient to cover all losses in value other than those 
covered under ordinary maintenance. Such fund should earn 
interest and is subject to withdrawal for replacement when needed 
from time to time. 

Third: test the adequacy of the reserve fund by careful tech- 
nical appraisal and review its sufficiency once, say, every few 
years, and adjust its annual increment as may be necessary. 

Many engineers are hopelessly at variance as to the method 
by which the principles of depreciation should be applied. One 
writer who has acted as commissioner, auditor, appraiser or 
witness in many appraisals of public utilities, for purchase, fixing 
values of property for bond issues or for rate making, says that 
“when engineers cannot agree and the courts cannot agree on a 
uniform method of figuring depreciation or present worth of 
public utilities property, it is evident that the subject is profound 
and its solution by no means obvious or easy,” and also that “at 
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no time has he felt that he so thoroughly understood the subject 
of depreciation as to be absolutely secure in his conclusions.” 

None of the classifications prescribes the method to use in cal- 
culating depreciation. The sinking fund and straight-line methods 
are regarded as best and simplest in practice. The accounting 
instructions seldom go further than to require that “every public 
utility shall carry a proper and adequate depreciation reserve to 
cover the full replacement of all tangible capital in service. There 
shall be opened a depreciation account to which shall be charged 
monthly, crediting the depreciation reserve, an amount equal to 
one-twelfth of the estimated annual depreciation of the tangible 
capital in service of the utility.” The charge is, therefore, based 
on a rule determined by the utility. Such charge should include 
the amount estimated to cover those ordinary losses suffered by 
the utility’s structures and equipment from wear and tear not 
covered by current repairs; those extraordinary losses sustained 
by such structures and equipment from obsolescence or inade- 
quacy due to age, physical change or supersession resulting 
from new inventions, discoveries, change in popular demand or 
requirements of public authorities; and those losses which result 
from the destruction of such structures and equipment by those 
extraordinary casualties to which the principles of insurance are 
not applicable. It should be intended to cover the estimated les- 
sening in value of the property due to wear and tear, decay or 
gradual decline from natural causes, inadequacy, obsolescence, 
etc., which at some time in the future will require the abandon- 
ment or replacement of the property in spite of ordinary current 
repairs. 

The rate of depreciation depends on the useful life of the 
property. It can be determined only when the life and cost of the 
property are known. The following rates are used frequently 
when wear and tear are made good by operating maintenance: 


Large reservoirs 1% 
Small reservoirs 2% 
Cast iron pipe 1% 
Wrought iron pipe 2% 
Wood pipe 2% 
Standpipes, concrete 2% 
Standpipes, wood 3% 
Valves 2% 
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Hydrants 2% 
Meters 4% 
Pumping equipment 4% 
Steam engines 4% 
Boilers 5% 
Electric generators and motors 49% 
Filter plants 3% 
Buildings 2% 
Laboratory equipment 10% 


For convenience many utilities calculate depreciation upon 
the balance of the fixed capital accounts at the beginning of the 
fiscal year, ignoring the installations during the year. Deprecia- 
tion begins when a unit of equipment is put into service, and 
charges covering it should begin with the date when the item of 
fixed capital is installed. 

Accountants acknowledge that to determine the amount of 
actual depreciation of a water company’s property presents diffi- 
culties and calls for superior capacity founded upon scientific 
attainments and broad and exact experience. To solve the many 
and complex questions involved there is required the most com- 
petent, comprehensive and judicial study and treatment. The facts 
are to be learned by expert examination of the plant itself, having 
in mind physical decay, obsolescence and inadequacy. It is impos- 
sible to ascertain the true earning capacity of a company without 
providing for this element of cost. Any declarations to the con- 
trary violate the sound principles of economy, the decisions of the 
courts and the judgment that dictates prudence in the operation 
of a water company. 

The supreme court of New York sustains this contention. It 
upholds the doctrine when saying that “the net income of a cor- 
poration for dividend purposes cannot be determined until all 
taxes, depreciation, maintenance and up-keep expenditures have 
been deducted. Otherwise the dividend is not paid from the 
earnings, but by a depreciation of the capital account.” 

Pennsylvania seems to be the only state which apparently 
provides in its accounting order on water utilities that the depre- 
ciation reserve account shall be treated on the balance-sheet as 
a deduction from fixed capital. This is the proper method accord- 
ing to preponderance of accounting authority, although it is not 
the uniform practice of the accounting profession. In the Knox- 
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ville Water Company case it was stated that such reserves are 
set aside from earnings for a specific purpose and are not intended 
to be considered as a deduction from property accounts ; that they 
are intended to take care of a certain class of events in the future 
and have no bearing upon investment in property as reflected in 
the capital accounts; and that they represent the liability created 
against the company and to the public to insure the maintenance 
of adequate service which it is the duty and also the right of the 
company to provide. 

Water utilities usually maintain depreciation funds only when 
required by law to do so or in compliance with mortgage obliga- 
tions. When required by law to maintain such a fund, moneys 
belonging to it may be expended for new construction, extensions 
or additions to property, or for other authorized purposes, and 
the amounts so used are considered as loans made by the fund 
and interest is charged thereon. Bookkeeping entries must be 
made accordingly, namely, debit “current cash,” credit “deprecia- 
tion fund cash’; debit “loans from depreciation fund,” credit 
“borrowing from depreciation fund—cr.” 

Some of the laws require that the commission shall prescribe 
the forms of all books, accounts, papers and records to be kept, 
and the utility is required to keep and render its books, accounts, 
papers and records accurate and faithful in the manner and form 
prescribed by the commission and to comply with all directions of 
the commission relating to such books, accounts, papers and 
records. Indiana requires this, but in Wisconsin, with the same 
powers, the commission has not prescribed the forms of all books, 
accounts and records to be kept. Where the utilities are able to 
devise their own system of keeping the required records in satis- 
factory manner, the commission has not insisted on the installation 
of the forms which it might favor. However, in many cases that 
commission has been called upon actually to install accounting 
systems. In such cases it has required the utilities to put in forms 
actually prescribed by the commission. The Pennsylvania com- 
mission devised some forms for the guidance of the utilities, but 
their use was not mandatory. 

Observance of the rules and regulations prescribed in the 
systems of accounts of public service commissions is generally 
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obligatory upon all persons having direct charge of the accounts 
of the utilities concerned and such persons are held responsible 
for their proper application. 

In the main the accounting problems of one state are the 
accounting problems of all and can be finally resolved only through 
the combined experience of all. The commissions’ accounting 
systems, however, leave much to be desired in their practical 
application. This is chiefly due to lack of uniformity. 

Consideration should be given to a nation-wide standardiza- 
tion. It is not too much to hope, therefore, that some time there 
will be a complete standard classification for water utilities, 
municipally and privately owned. 

As stated by Carl H. Nau, “the chief reason for the standard- 
ization and uniformity of accounts in any industry is the oppor- 
tunity it affords for a comparison of the results of operation of 
the various units of the industry. This possibility of comparison 
is of advantage, not only for the purpose of public regulation, but 
the benefits accruing to the management of the plant, whose 
accounts are in conformity with all other plants engaged in sub- 
stantially the same operations, are very great.” 
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Some Reflections on Cost Accounting 
By J. Paut SUTER 


Somewhere back in the dim ages, a man with a quill pen sat 
in front of a sheet of foolscap and reckoned the cost of the thing 
that he had made. Or was it a man with a stylus, before a tablet 
of wax? Or one with a reed in his hand and a papyrus leaf, 
picked on the banks of the Nile? Or perhaps a hairy, skin-clad 
man with a flint chisel, cutting pictures into a stone? 

Whoever he was, or whenever he was, he has his memorial in 
every factory where things that are made are reckoned in figures. 
He started something. He was the first cost accountant. Peace 
to his ashes. 

Since his time, we have traveled a long way. We know more 
about most matters than he did. We have systems of figuring 
that are far in advance of anything ever done with a flint chisel 
or a reed or a papyrus leaf. Yet in cost accounting some of us 
have just his point of view. Though he would not have expressed 
it so, he thought that costs existed solely in order to determine 
selling prices; and some of us think that, too! 

The old monk whom we credit with the invention of double- 
entry bookkeeping probably knew better. He was aware that 
costs are valuable in arriving at selling prices; but he knew, too— 
he must have known—that costs are necessary to price inventories, 
so that men may learn whether they have done business at a 
profit or at a loss. 

His knowledge ended there. We have the advantage of him— 
some of us have. We agree with the first proposition and the 
second ; and to them we add a third: that a real cost system should 
be an instrument of precision in the hands of the manufacturer 
to show him where his costs are high, and why. When we have 
learned that, our feet are set firmly on the highway which the 
man with the flint chisel trod; but our faces are turned away 
from him—we are going forward. 

“A science teaches us to know; an art, to do.” Since the 
days of the primitive cost man, cost accounting has become both 
a science and an art. It has its principles, as undeviating as the 
laws of Nebuchadnezzar, and as susceptible of diverse interpreta- 


95 








The Journal of Accountancy 


tions in the minds of various authorities. In some industries— 
for example, steel and the textiles—it is as highly developed and 
responsive as a piano. In other, newer industries, the golden 
age of cost accounting lies before. Yet, regardless of the type 
of industry, without respect to diversity of product, in spite of 
various theories among accountants, certain principles are true of 
cost accounting as a whole. It is successful in so far as it ob- 
serves these principles. When they are disregarded, to that extent 
it fails. 

Up to this point most cost accountants are in hearty accord. 
They agree that there are “certain principles.” They are strongly 
of the opinion, also, that their observance is important and their 
neglect disastrous. Requested to name the principles, however, 
they exhibit a startling variety of beliefs; and to support those 
beliefs, they refer to a number of “authorities.” Unfortunately, 
there is no single authority whom they all revere, and the authori- 
ties they individually acknowledge disagree with one another. It 
is a sad state of affairs. In view of it, all that can be attempted 
in this article is to state some principles, very diffidently, with 
the reasons why they are believed to be true. If nothing else 
comes of them, they at least may start an argument. 

1. The first article in our creed, then, is that the cost system 
should be part of the general books of the company. That is to 
say, it should not be merely a statistical system nor a system of 
estimating, but it should balance to the cent with the books. The 
very starting point in costs should be the thought that so much 
money has been spent for material, so much for labor, so much 
for overhead, and that this must be accounted for. In the last 
analysis, all cost expenditures are inventory items. The cost 
system is a way of following through these expenditures from 
raw to process materials, thence to finished goods and out into the 
cost of goods sold. If the system is not part of the books, the 
engine is on one track and the cars are on another. 

At this point, the man with the quill pen registers his first 
objection. He rises to remark that the cost system can’t balance 
with the books, because often it is necessary—in machine shops, 
for example—to know the cost of each job as soon as possible 
after it is finished. To that end, he explains, the direct labor is 
applied to the material, and a percentage is added for overhead, 
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thus making up the total manufacturing cost. The overhead 
tariff, being based upon past experience, cannot agree with the 
books, except by an unlikely chance. 

All this is true, even to the necessity for arriving at quick 
costs of certain jobs—true with this reservation: that any plan 
for arriving at figures in advance of the facts is not a cost system, 
but a system for estimating. In the instance cited above, the labor 
and the material costs may be actual, but the overhead is no more 
than an estimate. The correct overhead chargeable to a particu- 
lar job cannot be determined until the expenses for the month 
or other cost period are obtained and apportioned over the vari- 
ous jobs. 

Probably before the price for the job in question is quoted to 
the customer, an estimate is made which embraces approximations 
for all three elements of cost: material, labor and overhead. 
Upon the completion of the job, it is possible to obtain material 
and labor costs exactly ; but the overhead still is an approximation 
—and it will have to remain so until the monthly distribution of 
operating expenses discloses what proportion of the latter applies 
to the job. Concerns which have no manufacturing cost system 
never make this distribution at all. Yet is it not essential to 
proper control of a business? It not only provides a complete 
check of all estimates made for the cost period, but it enables the 
accountant to determine precisely what profit was realized on the 
work performed. 

There is another reason why the cost system should balance 
with the books. Costs are used to price inventories. We are told 
by the authorities (this is one point on which they do agree) 
that inventories should be carried at “cost or market, whichever 
is lower.” Presumably in most going concerns cost is the lower 
of these two standards. But cost is—what things cost. And they 
cost what is paid for them. Usually, we pay money. We carry 
our records of such payments on the books. How can we prove 
that our detailed cost figures agree with our cost payments, if the 
system does not balance with the books? The accountant whose 
costs do not “tie up” to the cent with his ledger is in danger. 
There is no real difference of quality between him and the paying 
teller who fails to balance his cash. He is in the “quill pen” 
stage ; and in these days of typewriter, adding-machine and aero- 
plane, the field for quill pens is narrowing rapidly. 
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2. The second point follows logically upon the first. It is 
not enough that the system should be part of the books, and that 
it should find its way, at length, into the general trial balance. If 
the costs are built up step by step, as they should be, an error in 
the final balance might well have its inception at the very begin- 
ning of the computations, which would necessitate the redoing of 
much work. A practical system must obviate this possibility, or, 
at any rate, reduce it to the minimum, by providing all practicable 
checks and test balances along the line before the final costs are 
obtained. 

Too much emphasis cannot be laid upon the importance of 
this feature. Not many years ago, a budding clerk in the office 
of a large steel concern provided an illustration of the point which 
still lives in that particular accounting department. In this office 
were kept the manufacturing ledgers for a dozen mills, producing 
everything from pig iron to the finest kinds of wire. The pig iron 
made in the two or three blast furnaces was shipped to the steel 
mills, there to be changed into blooms and billets, and these 
products, in their turn, went to other mills for transformation into 
rods and finally into wire. Since all these inter-mill shipments 
were made at cost, it is clear that any error in the blast furnace 
figures would have far-reaching effects. 

The error which the young clerk committed was very simple. 
He merely charged the coal for number one blast furnace to 
number two furnace, and vice versa. Thus transposed, the pig 
iron costs went on their way, through blooms, billets and rods 
to wire. Finally, just as the fine wire figures were being com- 
pleted, the error at the blast furnaces came to light. Its correction 
occupied twenty angry bookkeepers for a day. 

No argument was necessary in that office in favor of the 
proofs along the line adopted shortly after this incident. 

The fool-proof system has yet to be invented. The nearest 
approach to it is the system in which any serious error is caught 
automatically, before it has caused grave delay. 

3. The third article in our creed is a truism, and yet it must 
be said—a good cost system must admit of accurate distribution 
over the various manufacturing departments. Correctness in 
total is not enough. If the business is divided into departments— 
and nowadays few are not—the total amount of money appor- 
tioned to the costs of each department must be substantially 
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correct. Direct costs should be applied directly. Indirect ex- 
pense should be distributed upon the best obtainable factor; and 
that factor must take into consideration the fact that various 
expenses differ in kind. Steam is one thing; electric power quite 
another; and the salary of the general manager should not be 
distributed upon the same basis as either of them. 

The nature of these factors, of course, is a favorite battle- 
ground of the authorities, yet sufficient agreement can be obtained 
for all practical purposes, and there is no excuse for slipshod 
thinking or careless conclusions upon this vital point. 

4. Even accuracy by departments is not enough. As a rule, 
we do not sell departments—unless we are going out of business. 
We sell specific products. Our cost system must be so arranged 
that we can determine in detail our costs on those products. 

In the current issue of almost any popular business magazine 
can be found at least one absorbing short story of the manufac- 
turer who thought he was making money because one or two 
products were carrying the load, while all the others were losers. 

There are just three things to do with a persistently losing 
product: raise the selling price, lower the cost or stop making the 
goods—and an intelligent decision with regard to at least the latter 
two of these courses must be based upon accurate knowledge of 
costs. 

An instance is recalled of a certain manufacturer whose cost 
system, once he had it running smoothly, demonstrated to his 
consternation that the only months in which he had made money 
on one of his most widely sold products were those in which his 
returned goods exceeded his sales; for when the articles came 
back, they were put into stock at their inventory value, which (as 
his costs proved) really was greater than the selling price. For 
some time, he had suspected this inaccuracy in his estimated costs, 
but had consoled himself with the theory that the large volume 
of the product in question so cut down his overhead on other 
lines that it indirectly resulted in a profit. The fallacy of that 
reasoning was very promptly revealed by his cost system. 

“Where is the fallacy?” inquires our brother with the quill 
pen. “Large production does cut down the overhead per unit, 
thus decreasing costs and, all else being equal, increasing profits. 
Up to this point, is not the manufacturer’s reasoning sound ?” 
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To this point, yes; but only to this point. If the total decrease 
in his other costs because of the greater volume obtained through 
the manufacture of this one losing product be more than the loss 
on that product, then, of course, he has done well, and nothing 
is wrong with his argument. He is in the position of the steel 
producer who dumps his surplus product on the export market at 
a price little above the actual direct cost of labor and material 
and below his quotations to the domestic trade. The steel mag- 
nate is safe as long as he has made sure of his profit on the 
domestic sales. Then, whatever he can get above the direct out- 
of-pocket cost for the export goods is clear gain. 

To do this sort of thing, however, requires a precise know- 
ledge of one’s actual costs, which is just what the man with the 
quill pen does not possess. Without such knowledge, the loss on 
the favored lines is far too likely to exceed any possible gain 
from quantity production. 

It is not sufficient to be sure that a certain department is 
making money. The surety should extend to every article pro- 
duced in the department. That condition can be effected only 
by the right kind of cost system. Lacking such a system, with 
some articles making a profit and others losing, the day is bound 
to come when the sale of the profitable products will fall off, and 
suddenly, inexplicably, the department will begin to run behind. 
And even if that day never does come, why should a man who is 
not doing business solely from motives of philanthropy persist 
in selling below cost? 

5. A satisfactory cost system should permit of analysis. 
Theologians maintain that a man must be able to give reasons 
for the faith that is in him. The same is true of costs. 

Every live selling organization is continually attacking the 
manufacturing end of the business because the costs of certain 
products are too high. The manufacturing head is likely to have 
a stock alibi. The costs really are reasonable, he will argue, but 
the accounting department’s figures are wrong. Too large a fac- 
tory overhead has been added, or perhaps the labor is incorrect. 

Mere assertions by the accountant that his figures portray 
a true condition seldom carry conviction. He must be able to 
prove that he is right. 

Without the proper cost system he cannot do this. He can 
at best only point out certain indications or approximations, 
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whereas he should be able to trace the way back from the cost 
figures as laid before the executive to the very time-cards on 
which the labor charges originated, the requisitions ordering the 
material which found its way into the finished product and the 
component parts of the factory overhead. 

The scientific cost system is a creation of logic, and, as logic 
is built up by steps, he who knows the system should be able 
to trace the steps. 

6. It is evident that the costs should be accurate. What is 
not so evident is that they should possess the degree of accuracy 
most advantageous and logical for the particular business. The 
builder of lighthouses very naturally wishes to know the precise 
cost of every lighthouse he erects; but it would be absurd for 
the rubber manufacturer to keep separate figures on each auto- 
mobile tire or piece of airbrake hose. 

Under certain conditions, absolute accuracy per unit is neither 
practicable nor desirable. What is needed may be the average cost 
per unit of all product of a kind produced within a given period. 
In another industry, perhaps nothing but an absolute cost will 
fulfill the requirements. The accountant must define the term 
accuracy in the light of the specific conditions confronting him. 
It means one thing in the machine shop and quite another in the 
fine wire department. 

Let not the “man with the quill pen” seize upon this to charge 
us with inconsistency. Somewhere in every cost system and in 
every accounting plan, however vast, there must be a limit to 
accuracy. It may manifest itself in the decision to carry prices 
per unit to three decimal places, rather than to four or five; it 
may be apparent in the rule of a great bank, that discrepancies in 
cash of ten cents or less, which are not found after a certain 
amount of checking, be charged to over and short account; but 
a limit there must be. The wise accountant is he who draws the 
line fine enough for reasonable and serviceable accuracy, yet not 
so fine as to exceed the dictates of common sense. 

7. This last caution naturally leads to another. Though 
the cost man is, on the one hand, sometimes inclined to be too 
vague in his findings, and to generalize too much; on the other 
hand, he often is tempted to “wasteful and ridiculous excess” in 
the matter of detail. 
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Every figure put upon paper by a clerk represents a certain 
expenditure of money to obtain the information and make it 
available. If that expenditure be worth more to the company than 
the figure as finally presented, then, to that extent, the accounting 
department is operating at a loss. 

Accountants as a class have a bad reputation for just this 
sort of error. Sometimes the bad name is justified. Most busi- 
ness men of experience have come into touch with cost systems 
which so burdened the accounting department with detail and 
were so complicated and involved even in their final results 
that the whole organization, including the executive, was too 
deeply buried beneath a mass of figures ever to rise above them 
and grasp their true significance. Occasionally, such a system 
goes beyond the office in its pernicious effect, and, through its 
requirements of elaborate reports from the manufacturing de- 
partments, actually retards production. 

Moderation in all things is a good rule for the cost man. Ina 
highly organized industry, the accounting system of necessity 
must be rather complicated—often more so than seems reason- 
able to the manufacturing executives—but it should not be one 
whit more involved than is required to afford the best results 
for the industry. 

8. The best cost system in the world can have the heart taken 
out of it by one apparently insignificant defect—delay in issuing 
the figures to the executives who need them in carrying on the 
business. Cost data should be news—not ancient history. Of 
course, even late figures, if correct, are useful in determining 
the showing of a company over a period; but to be vital and 
dynamic—and that is what they should be—the cost results must 
be published as soon as possible after the close of the period 
which they cover. 

In an industry where the product is varied and complicated, 
manufacturing errors are likely to occur. Very often, the errors 
can be detected easily when the cost exhibits for one month are 
compared in detail with those covering the previous period. The 
comparison, however, must be prompt enough to minimize the 
repetition of the same mistakes in the month that follows. For 
this the system should provide for an arrangement that makes for 
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speed in the elements needed for the comparison; and the cost 
executive, on his part, should prove his ability as a manager by 
“getting the figures across” in time. 

Nor should it be necessary to wait until the end of a month 
for all the cost news. It is true that overhead distributions and 
total manufacturing costs cannot be obtained until the data for 
the period which they cover are complete; but certain facts in 
every business, gathered primarily, perhaps, for the benefit of the 
cost department, may be charted as they occur and used by the 
factory management for current control of the operations. Direct 
labor, daily payrolls, comparison of piece and day work, bonus 
statistics, machine hours may be among these. The cost man is 
more than an accountant. He is the man at the periscope, the 
keeper of the navigation chart. He holds in his hands the veri- 
table control of the company. Unfortunate, indeed, is that execu- 
tive whose costs are figured by a man with a quill pen. 

9. Finally, the cost system, being presumably not a work of 
fiction, must accord with facts. The general books with which 
the system balances may record facts or they may not. There is 
only one way to prove both the systems and the books: by actual, 
physical inventories. These should be taken often enough for 
safety, yet not so frequently as to interfere with the manufacturing 
operations. Agreement with such inventories is at once the final 
essential of a cost system and one of the proofs of its accuracy. 

Such, it is submitted, are the essentials of the ideal cost 
system. The manner of attainment will vary with the individual 
industry. In an article of this length, the subject of how to 
reach the results cannot even be approached. Certain it is, how- 
ever, that they are all perfectly practicable. Nothing has been 
suggested that is not being done every day, in hundreds of well- 
established cost departments. 

Now and then the accountant will be found who maintains 
that his industry is different ; that the foregoing standards, though 
feasible in most factories, are impossible in his own—the peculiar 
nature of his product forbids. Perhaps he is correct; but it is 
well to examine the pen used by such a man, and to note what 
it is that protrudes from his hip pocket. It may be a flint chisel. 
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Audit Working Papers* 
By Witt1aM H. BELL 


My remarks will be predicated to a large degree upon the 
idea that the principal is not to do the auditing work himself, or 
at least upon the necessity for some one to utilize the papers other 
than the accountant directly engaged upon the audit. With this 
assumption, it may be stated that the importance of the substance 
and form of working papers is threefold: first, to the accountant 
himself, not only in the audit procedure and the preparation of 
his report, but in answering questions that may later arise from 
any source; second, to the person or persons who review and 
check the report; and, third, to the accountant making a subse- 
quent audit. I shall endeavor to avoid a discussion of methods of 
auditing, but the subjects are so closely related that it may be 
impossible to do so entirely. 

There are two general tendencies regarding the data con- 
tained in working papers, viz., deficiency and superfluity. It is 
probable that the latter is more prevalent than the former, but 
the tendency to prepare superfluous working papers diminishes 
in direct ratio to an accountant’s advance in proficiency as 
an auditor, that is, as he becomes more practical. Granting that 
an accountant charged with the preparation of working papers has 
the requisite knowledge of the principles of auditing, it should be 
almost unnecessary to tell him what to do, except as a means of 
facilitating his work, other than by telling him what not to do. 

The most glaring examples of superfluous work or misdi- 
rected energy are mere transcripts of accounts or so-called 
analyses of accounts designed to classify the entries, which utterly 
fail to accomplish what might be written on one line. The 
principles actuating accountants in preparing such papers appear 
to be to obtain information, no matter how untrustworthy or un- 
necessary, and to check the mathematical accuracy of the accounts 
in that manner. Practically, they are often meaningless figures. 
Cases in point are analyses of reserves for depreciation without 
determination of the rates and the asset values constituting the 





* A paper presented at the tri-state meeting of accountants of Delaware, Maryland 
and Virginia at Baltimore, June 25, 1919. 
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bases for the credits and without information regarding the 
charges; elaborate tabulations of sales, cash receipts and dis- 
bursements, accounts receivable and payable controlling accounts, 
etc., the only practical benefit from which may usually be derived 
in a great deal less time by checking the footings and a few post- 
ings on the books; schedules of accounts receivable, unpaid 
vouchers, etc., prepared by the accountant, when the client’s trial 
balances may usually be utilized to equal advantage. 

On the other hand, it is well to recognize the aid to the memory 
in recording what is brought to the attention; also the fact that 
the act of writing may serve to impress upon the mind what might 
otherwise be overlooked. As an example of the application of the 
latter principle may be cited summaries of inventories. It is well 
known that the verification of computations of inventories be- 
comes somewhat monotonous, and that therefore important fac- 
tors may be overlooked if the accountant’s attention is not abrupt- 
ly arrested by means of writing a summary. I have in mind a 
case where an accountant overlooked erroneous additions and 
deductions in the summary of an inventory which were of con- 
siderable importance. I am confident that the facts would have 
been forced upon his attention by writing the items; if not, they 
would certainly have been disclosed to the accountant in charge 
of the work. 

It may seem rudimentary, but is nevertheless important, that 
every letter and figure in working papers should be legible to 
others as well as to the accountant himself. In my search through 
papers for information elucidating some assertion in a report, I 
have even found memoranda in shorthand, which might as well be 
in Sanskrit for my use. This precaution regarding legibility ap- 
plies particularly to names. If these are to be used in a report 
they should be typewritten if practicable; if not, they should be 
printed or written with great care. Abbreviations should not be 
used when there is any possibility of their being misunderstood. 

I do not favor the use of ink in preparing working papers, 
believing that there are too many occasions for erasures and that 
there is no practical advantage to offset the additional time re- 
quired. 

Especially in large organizations, or where several account- 
ants are engaged upon an audit, it is important that each paper 
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bear the initials or, if necessary, the full name of the person re- 
sponsible therefor. 

It is desirable that papers be of standard size, so that the 
larger sheets of analysis paper, when folded, will be uniform in 
size with the journal or memorandum paper. The principal ad- 
vantage of this is that it is conducive to a more orderly condition 
of the files, but it also tends to obviate loss or misplacement. It 
would be ideal if all memoranda were made on sheets of standard 
size, but that ideal will hardly be attained. In fact, I prefer to 
sacrifice uniformity in size, if necessary, for the sake of preserva- 
tion of all papers that can even remotely be regarded as having 
a future value. I have heard of a lawsuit being won through 
the preservation of a piece of scratch paper showing a multipli- 
cation. However, odd pieces of paper may be pasted or securely 
attached to standard size sheets, thus affording greater assurance 
of their being preserved. 

It is important that only one side of the paper be used. 
Writing on the back of a sheet may easily be overlooked. Paper 
is cheap, even at present prices, as compared with the impairment 
of efficiency resulting from too great economy. 

Each sheet should be headed with a terse description of what 
it purports to be, including the name of the engagement and, 
usually, the date or the period covered by the audit, to avoid pos- 
sible confusion with other papers. When sheets are folded the 
same information should appear on the outside. 

It is a matter of individual preference as to whether all 
papers shall be fastened together. I fail to see any advantage in 
it, excepting as to irregular size sheets, and believe that a judi- 
cious use of folders is better, especially considering the additional 
work of cutting or folding the larger sheets for the purpose of 
attaching them, and the greater facility of reference if they are 
loose. 

It may not be amiss to refer to the color of paper to be used. 
In my opinion all paper used by accountants in their work should 
be buff—to relieve eye-strain as much as possible. 

During the early stages of the work the accountant should 
acquaint himself with the accounting system in use and the office 
personnel. Unless the client’s organization is comparatively small, 
it is usually desirable to include in the working papers a list of the 
books and records that will be used in the audit, the names of the 
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persons keeping such records and of officers, etc., with whom the 
accountant or his assistants will come in contact, and such infor- 
mation as the names of persons authorized to approve vouchers, 
sign cheques, etc. This memorandum can also be utilized in con- 
ducting future audits. 

When the accountant has progressed far enough in the work 
to formulate a comprehensive plan, he should prepare a work 
sheet or audit programme, or if it be the policy of his organiza- 
tion to use what may be called a stock form of programme, he 
should adapt it to the requirements of the particular engagement. 
One such programme may be made to cover several periodical 
audits if good judgment be exercised in giving effect to changing 
conditions. For this purpose a columnar sheet may be used, with 
the various details of work to be done listed down the left side 
and the columns headed, in pairs, with the dates of the respective 
periods to be covered. One of each pair may then be used for the 
initials of the person doing the work and the other for the date 
on which it was performed. When certain parts of the audit are 
limited to tests, such as the verification of vouchers, footings, sales 
invoices, postings, etc., the work sheet should show what periods 
or approximately what percentages of accounts, etc., were selected 
and examined. The word test is subject to much abuse unless 
properly safeguarded. It is often advantageous, also, to make 
a note on the work sheet of the time devoted to certain phases 
of the work. I do not advocate using the same work sheet for 
two periods as far apart as a year. However, I believe it is de- 
sirable for an accountant to familiarize himself with the work 
of the previous year, as a basis for his judgment regarding the 
work to be done, by reviewing all the working papers used at 
that time. 

The basic working paper, the backbone of the working papers, 
is the general ledger trial balance. Virtually all other papers 
relate to the items shown on the trial balance. It is usually de- 
sirable for the accountant to draw off a trial balance himself. It 
should always be included in the working papers in any event— 
that is, the client’s trial balance book should not be checked and 
the statements prepared therefrom—and it has been my experi- 
ence that time is seldom saved by utilizing the client’s printed or 
typewritten form. 
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My comments on the general ledger trial balance are intended 
to include the trial balance of a private ledger, if any. If there 
be more than one ledger containing general or financial accounts 
the trial balances should be combined, either by eliminating the 
controlling accounts for the purpose or otherwise. Of course, 
there may be exceptional cases where the private ledger accounts 
are of such a confidential character that the trial balance of that 
ledger should not be exposed by being used in conjunction with 
that of the general ledger. In such cases the former should be 
treated as an analysis or schedule of the latter. 

In my opinion, it is usually desirable to treat the profit and 
loss accounts, whether before or after closing, as a part of the 
general trial balance. This will necessarily be done if the closing 
entries have not been made, and I believe that the procedure is 
advantageously simplified, in the great majority of audits, by 
having only one series of supporting analyses and schedules. If 
subsidiary operating ledgers be kept it is usually advisable to treat 
the trial balances thereof as analyses supporting the general ledger 
trial balance. 

In my opinion.there are few trial balances so small that it is 
not desirable to separate the debits from the credits, putting the 
latter on a separate sheet or on the bottom of the same sheet. 
Where there are few accounts, and especially if the books have 
not been closed, it is usually satisfactory to make no distinction 
at first between classes of accounts and to arrange the trial bal- 
ance in columns as follows, with separate sheets or sections for 
the debits and credits: 


Ledger folio. 

Name of account. 

Balance at beginning of period. 

Balance at end of period, per books. 

Adjustments, in one or two columns—increases in black 
and decreases in red, both in one column, or debits in 
one column and credits in the other. 

Balance as adjusted, in two columns—one for assets or 
liabilities, and the other for profit and loss charges or 
credits. 

Remarks. 

Reference to supporting papers. 


108 











Audit Working Papers 


In perhaps the majority of cases, however, I believe that it is 
desirable to show separately the asset and liability and the profit 
and loss debit and credit accounts, that is, on four sheets or parts 
of sheets. Then only one column is required for the final figures. 
If the books have been closed it is usually desirable to place the 
liability accounts immediately after the asset accounts and effect 
a balance. Then should follow the debit and credit profit and loss 
accounts, which should also be made to balance by including in 
the credits the balance at the beginning of the period and in the 
debits the balance at the end—assuming, of course, that they are 
both credit balances. If the books have not been closed it is 
usually not worth while thus to balance both the balance-sheet 
and the profit and loss accounts, but the preparation of the 
statements is facilitated by doing so eventually. 

In the case of monthly or, perhaps quarterly audits, one trial 
balance may be used for a number of periods, as it is usually un- 
necessary to provide columns for adjustments, etc. It will be 
found advantageous in such trial balances to work from right to 
left, that is, to have the latest figures nearest the name of the 
account, 

When the classification of items in the balance-sheet and the 
profit and loss statement and the number of accounts on the trial 
balance can be foreseen with reasonable accuracy, as will be 
the case if the accounts have been audited before, it is often an 
advantage, especially on a voluminous trial balance, to group the 
items as they will be recapitulated in the statements, without re- 
gard to their sequence in the ledger. This will usually obviate 
the preparation of special grouping sheets. 

To summarize, the arrangement of the trial balance should be 
varied if necessary to meet the particular conditions, as, more than 
any other factor, it will facilitate or impede the work of all who 
for any purpose have occasion to use the working papers. 

All adjustments made by the accountant during the progress 
of the audit should be prepared in his papers in journal entry 
form, with the same care as to explanations that he would exercise 
if he were making the entries on the books. All entries should 
be numbered, and a separation made between those made on the 
books, if any, and those necessary to reconcile the balances of the 
accounts as shown by the books and as adjusted by him. If the 
trial balance has been originally taken off before closing and there 
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are many adjusting entries in closing, it may be desirable to take 
off another trial balance on the same sheet, after closing, rather 
than to make all these entries in his papers. At any rate, the 
final trial balance taken off the books should be the basis for all 
figures subsequently used, and any adjustments thereof should be 
shown in the papers. The adjusting entries, with their numbers, 
should be posted to the trial balance in the column or columns 
provided for the purpose. If, however, there are many entries 
affecting one account they may be recapitulated and posted as one 
item. The adjustment column or columns of the trial balance 
should be footed to see that they balance. All adjustments should 
be applied to supporting analyses or schedules as well as to the 
trial balance. 

In the space provided on the trial balance for remarks should 
be noted any information regarding the nature of, changes in or 
verification of the accounts when it has not been considered 
necessary to prepare supporting papers. There are very few items 
on a trial balance, other than those requiring analysis or support- 
ing schedule, that do not call for some comment, if only “no 
change,” which may be ample in the case of property accounts if 
there has actually been no change. This should not be inferred 
from the fact that the balance at the end of the period is the 
same as at the beginning. 

In the last column of the trial balance should be shown the 
reference number of papers relating to the account. All analyses 
or schedules of accounts or other data relating thereto, which 
cannot be indicated on the trial balance itself, should be numbered 
conspicuously, preferably in colored pencil, and the number should 
be shown on the trial balance. If appropriate, the same sheet may 
be used for more than one account, but unless there would be 
unnecessary repetition or waste of paper, it is better to use sepa- 
rate sheets. Supporting papers are usually numbered in the 
order of the appearance of the items on the trial balance, but this 
is by no means essential—in fact, it is usually desirable to put the 
bulkier papers at the back of the folder. All supporting papers 
relative to one account should be fastened together and simi- 
larly numbered. This applies to confirmations, unless their bulk 
precludes attaching them to the other papers, in which case their 
location should be definitely shown by some method of indexing. 
If a confirmation cover more than one subject—for example, a 
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bank’s certification of cash balance, notes payable and securities 
held as collateral—and it be attached to the cash papers, refereuce 
should be made thereto opposite the related items on the analyses 
of notes payable and securities pledged. It is often desirable to 
distinguish between sub-analyses by a series of letters, which 
should be indicated plainly on the main analysis. 

Any papers which do not relate directly to a trial balance item 
should be placed in a special folder and, if there be many, should 
be indexed on the cover. Among such papers will be the work 
sheet or audit programme, memoranda regarding salient features 
of the accounting system, etc., excerpts from by-laws and minutes, 
various agreements, data regarding contingent assets and liabilities 
not on the books, copies of the client’s statements and memoranda 
prepared during the progress of the audit relating to points to be 
covered in the report. 

The accountant should be so methodical in the preparation of 
the statements for his report that each item can be readily traced 
back to the trial balance. Unless the accounts in the trial balance 
are so few that they are carried as such to the statements, or un- 
less the trial balance has been specially arranged to show the 
constituent items of the statements, as explained in the foregoing, 
it will be necessary to prepare grouping or assembly sheets for 
the purpose. These usually contain simply the captions used in 
the statements and the component trial balance items. If the 
classification be elaborate and the accounts numerous, it is usually 
well to designate the captions by letter or number, referring 
thereto on the trial balance. In rare cases it will be found con- 
venient to apply adjustments to the grouping sheet instead of to 
the trial balance. 

Perhaps it is not especially germane to this subject, but I am 
constrained at this point to call attention to the necessity of being 
certain that the figures used in the preparation of statements, 
through the grouping sheet or trial balance, “tie up” to the sup- 
porting analyses and schedules; also that the profit and loss bal- 
ance used in the balance-sheet is the same as that shown in the 
profit and loss statement. It is well to use a distinctive check 
mark to indicate final approval of the trial balance items. Care 
should be exercised in making last-minute changes to see that a 
clear record is left in all the working papers affected. 
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With regard to the various analyses, etc., almost all that 
can be said in such a general discussion as this is that, both as to 
content and form, they should be adapted by the accountant 
to meet the exigencies of the situation which he faces. Attention 
has already been directed to the folly of making mere transcripts 
of accounts when it is the intention to check their accuracy or 
bring out certain of their salient features. Further, analyses may 
often be combined to good advantage. For example, additional 
columns on the analyses of notes receivable, notes payable and 
investment securities will take the place of separate analyses of 
interest accrued or paid in advance, profits and losses on sales 
of securities and interest income. The same principle may some- 
times be applied to summaries of property accounts and deprecia- 
tion. On the other hand, I have seen some fanciful arrange- 
ments of analyses, ostensibly designed as labor-saving devices, 
that must have taken more time to prepare than would have been 
consumed in expressing the facts in a simpler manner. 

A judicious use of distinctive ticks and colored pencils will 
often be found helpful, as indications concerning procedure in 
the verification of accounts, but care should be exercised to fur- 
nish a key to their significance. 

As a rule, analyses should not be abstracted from previous 
papers and used again. However, this is sometimes desirable to 
avoid rewriting lengthy explanations, and it may be done provided 
a memorandum is placed in the previous papers, properly in- 
dexed, to show where the paper can be found. 

I cannot emphasize too much the necessity for an accountant’s 
including in his working papers everything that comes to his atten- 
tion bearing upon the audit. He should make notes of any con- 
clusions he may reach regarding the accounts, and make them 
complete, so that, to take an extreme case, but one with which I 
have had to deal recently, if he were to die before the report had 
been prepared some one else could prepare it from his papers. In 
brief, the accountant should bear constantly in mind that his 
working papers are the only record of what he has done, and that 
for this reason they should be a complete record, including any 
conclusions or deductions he may have made—both for his own 
use during the work and after its completion and for the use of 
others. 
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Advantages of Uniform Accounting* 
By ANTHONY B. MANNING 


In all fields of activity today we find that persons, firms and 
corporations in similar trades or industries are banded together 
in associations for the purpose of a closer trade relationship. 
Discussions on co-operation, prices, credits, etc., are of particular 
interest; matters of legislation that are beneficial or detrimental 
to their particular industry are debated; committees are formed 
for the purpose of investigating particular phases of various 
questions that are vital to the health of their trade or industry, 
but rarely do we find the different members of an association 
exhibiting statements of their cost of doing business for the 
benefit of the other members. 

In the operation of any business, large or small, the intelligent 
management and financial success depend not only on shrewd 
buying of raw commodities but on economical operation as well. 
If the proceeds of the sales are higher this month than they were 
last month, and the cost of operating has increased in a larger 
proportion, even though the cost of raw materials and supplies 
may be normal, it will naturally be found that the profits have 
decreased. Then, again, even though the profit and loss state- 
ment of a particular business may compare favorably from month 
to month, it would be of interest to know just how it compares, 
item for item, with similar reports of other members of the same 
trade association in that particular locality. But, unfortunately, 
this data is more or less sacred to the average business man and 
as a result no comparison is possible. 

How is the broad-minded business man to know how his 
operating costs compare with his competitors’? By a comparison 
of his statement with a consolidated statement of all the members 
of his association. 

The basis of all comparisons is uniformity of system, without 
which the comparison of the various elements of operating costs, 
overheads, etc., would be misleading. In each industry a stan- 
dard system of accounts should be devised—call it standard 
practice, standard procedure, classification of accounts or any 





*A thesis presented at the May, 1919, examination of the American Institute of 
Accountants, 
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other name if you will—but nevertheless it must be in principle 
fundamentally adapted to the particular industry and recognized 
as standard. It must be made plain just what should be contained 
in each account and should reveal the necessary procedure to 
follow in clearing the “wash” accounts and setting up the reserves 
at the end of each accounting period. 

As an example, take the telegraph companies and the telephone 
companies. The government has published in pamphlet form the 
procedure necessary for these two classes of industry and, elab- 
orate as they are, they embody all the conditions that are apt to 
come up for treatment. They set out in no uncertain terms what 
each account should contain, with a system of symbols to desig- 
nate each account classification, the “wash” accounts and reserve 
accounts necessary and how to clear them. These two pamphlets 
are good illustrations of what a standard procedure, briefly 
stated, should be. The uniform system should be properly in- 
stalled in all the plants of the same industry by competent account- 
ants, so that the peculiarities of each plant can be taken care of, 
as they develop, without interfering with the main scheme. 

With a uniform system of accounts properly installed, it is 
advisable for the accountant engaged to make a monthly audit 
in detail and to prepare statements of operating costs, selling 
costs, administrative costs, etc., showing the relationship to the 
whole. A statement like that on page 115 would bring out data 
for comparison which would be beneficial to the management of 
any manufacturing business. 

While of course the above statement is not complete as to all 
the elements of expense under each heading, it will illustrate the 
segregation attempted for comparison. It may be said that this 
form with a few changes has been used in plants of the same 
company where a continuous process cost system is in operation. 

If each manufacturer would adopt a uniform system specially 
designed for his industry and a uniform statement of manufac- 
turing, selling and administrative costs compiled and certified 
every month or every quarter by a competent accountant, and if 
the association would appoint an auditing committee or engage 
a certified public accountant as a confidential disinterested party 
to consolidate the individual statements of each member and have 
this consolidated statement published in a special pamphlet or 
in the association’s journal, each member could compare the 
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percentages of each element of expense in his particular business 
for the period with the percentages of the consolidated statement, 
which would be the average of all statements. 

In this way he could determine what elements of cost were 
above the average, investigate the cause, eliminate costly methods 
and still attain the desired improvement. A comparison of this 
kind will enable each manufacturer to trace the leaks in his 
business without knowing the individual competitor’s costs. When 
the comparison is made, he knows that the individual statements 
used to make up the consolidated statement were taken from 
systems of accounting similar to his. He knows that what was 
considered unproductive labor in one plant was considered unpro- 
ductive labor in his plant and all the other plants of the particular 
industry. He also knows that if the percentage of any one ele- 
ment of cost as shown in the consolidated statement is lower 
than the percentage representing a similar element of cost in his 
statement there must be some other company whose cost must be 
lower than the average, as the consolidated percentage is an 
average of all statements combined. 

The system in use in most large corporations operating a 
number of plants and having accounting records kept in each 
individual plant, controlled by a uniform system from which 
monthly reports are rendered to the main office for purposes 
of consolidation, is similar in principle to the method advocated 
for each industry. Consolidation is simplified, as all statements 
are built up on the same basis. If the procedure has been fol- 
lowed the basis of comparison is uniform. 

To carry the idea as applied to the industries a step further, 
everything else being equal, each local organization of the par- 
ticular industry could forward the local consolidated statement 
to the state body and each state after consolidating the several 
local statements could, in turn, forward the consolidated state 
report to the national association. In chart form this appears 
on page 117. 

So that a statement could be published showing the results 
of the country by sections, viz: 

Statement of Operating Costs and Profits 


North South East West 
Elements 
Amount 9% Amount % Amount % Amount % 
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This would show the volume of business for the country by 
sections and, if published, would afford the individual manu- 
facturer a comparison of his costs not only with the average of 
his competitors’ costs in his immediate locality, but with the 
averages of the different sections of the country. 

Many industries have recognized the benefits of a uniform 
classification of accounts and have adopted systems whereby the 
procedure of operation is similar in all the plants. If arrange- 
ments were made whereby each individual manufacturer or 
trader could make comparisons of the results of the activities of 
his plant with the combined results of his competitors’ plants, 
the result should be intelligent operation and management making 
for the health of each manufacturer’s business and of the industry 
as a whole. 

No corporation of any size would attempt to carry on business 
today without a monthly comparison of costs and volume of busi- 
ness of each plant, making allowances for local factors of varia- 
tion. It is considered imperative that this should be done, and 
rightly so, as in no other way will leaks be disclosed. If it is 
considered necessary in a large corporation operating several 
plants, the same holds true in a particular industry. If bad 
business practices, waste and leaks in general are disclosed 
through this method in a large corporation, the same benefits 
will accrue to an industry by the use of similar methods. 

Apart from the idea of possible comparison between com- 
peting companies of the same industry or plants of the same 
company, there is also an internal benefit attached to a uniform 
system of accounting which was illustrated to me in the course 
of the daily routine in a large plant, where I was engaged on an 
annual audit. 

This plant was operating under a uniform predetermined 
procedure of accounting and had a competent accountant as 
plant auditor, who was responsible for carrying out the system 
according to procedure. I was in conference with the auditor 
at the time and during a pause in our discourse, occasioned by 
my inspecting some confidential data, his assistant, turning to 
him, said: “Do you know that Mr. Blank has worked out an 
elaborate scheme whereby he saves about two hours of his time 
each day, which, while it seems good, may have some detrimental 
effect on our ultimate results?’ The auditor immediately sent 
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for Mr. Blank, who was a new man anxious to make good, and 
said to him: “Mr. Blank, I am informed that you have made 
some improvements in the work at your desk and I am anxious 
tu have you explain them to me.” The young man, with a broad 
smile, happy with the thought that his ability was recognized so 
quickly and glad of the opportunity to explain his ideas, instead 
of receiving a “call down” which might be expected by anybody 
who was called on the “carpet,” said he would get the data which 
would illustrate the changes and the resulting saving of time. 

After he explained the improvements he had worked out, 
the auditor turned to him and said: “Mr. Blank, that is a very 
good idea and something we had never thought of before. It 
would be a very helpful suggestion were it not for the fact that 
it would affect the work of other departments that depend on 
certain information coming from your desk. There is one thing 
we all must keep in mind and that is that our system of account- 
ing is the result of an exhaustive study, covering many months, 
by the best available talent in all the plants of this industry, 
collaborating with a staff of certified public accountants. We 
have no choice in the matter, and the procedure must be followed 
literally in order to supply data compiled each month in every 
plant of this industry so as to preserve the basis of internal com- 
parison between our own plants and the other companies of this 
inidustry. We appreciate the fact that conditions are liable to 
change, and no doubt we shall be called upon to suggest corres- 
ponding changes in our accounting methods. We will depend on 
such thinking men as yourself to help us out, as you are familiar 
with the details. There may be a number of different ways, all 
good, of obtaining the same results, but we cannot change any 
link to such an extent that it would not fit in the other links or 
weaken the chain. You have the right idea. Look for improve- 
ments—there may be plenty of room for them in working up the 
details, through short-cuts, etc.—but first get acquainted with 
the general scheme, learn where your basic data come from, 
where the results of your efforts go and how they are used. In 
short, before you make any changes be sure nothing in the general 
scheme is affected.” 

There is nothing in public accounting practice so aggravating 
as to find, when an audit is in progress covering a period of 
three or more years, that every time a firm changes its chief 
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accountant invariably comes a change in methods. Each chief 
accountant has a number of “pet hobbies” he likes to try, or 
possibly he only understands one way of doing things, and 
whether these methods are suitable to the business or not they 
are adopted. His term of employment proving short, he resigns 
and his system is discontinued. When a new man comes in he 
introduces another system. In the meantime the basic data of 
original entry is lost and the public accountant is in difficulty and 
is forced to take a roundabout course, consuming much time, to 
satisfy himself as to the correctness of the entries. 

With a condition of this kind, the men in the accounting 
department get discontented and resign, and in a short time none 
of the employees of the firm is acquainted with the details of 
past periods, the location of the records or the system in practice. 
This condition is responsible for the lack of knowledge of detail 
and is the cause of the oft-repeated answer: “I don’t know. That 
was before my time.” 

This is a deplorable condition, yet in many plants it prevails 
today because it has not been recognized that a uniform system 
of accounting specially designed for the needs is as necessary to 
business success as shrewd buying and selling. In conclusion, 
it may be stated that a uniform system of accounting is produc- 
tive of: 

(a) Keeping the accounting department to a hard and fast 
rule or procedure and eliminating the adoption of pet 
theories. 

(b) Affording internal monthly comparisons, compiled on 
similar lines, between plants of the same company. 

(c) Making possible the periodical comparison of costs 
between the individual company’s report and the con- 
solidated report of all companies in the same industry. 


(d) Affording the internal revenue department data to guide 
in tracing the tax slacker by comparison of the ratio of 
cost and net profit to gross revenue of one company 
with similar ratios of other companies in the same indus- 
try, making allowances for local factors of variance. 
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Federal Taxes in Relation to Business* 
By Homer N. SWEET 


The subject before this meeting has already received earnest 
consideration on the part of your association. I understand that 
the association has proceeded in this matter, as in many others, 
with broad purposes in view and with an aim to public service. 
The special war tax advisory committee of your association made 
a comprehensive study of tax legislation in 1918. It laid before 
the appropriate committee of each house of congress a brief con- 
taining practical recommendations, many of which were recog- 
nized in the final bill as enacted in February of this year. 

We may well confine our discussion today to the more recent 
developments affecting the relation of federal taxes to business. 
The taxes to which I refer are the corporation income tax and 
the corporation excess profits or war profits tax. After declara- 
tion of war by our country a large war tax levy was to be 
expected and it should be willingly paid. These taxes, neverthe- 
less, must be reckoned with in appraising the earning power or 
financial stability of any corporate enterprise. 

Sound accounting demands that the obligation of a corporation 
to the United States government for accrued taxes shall be 
represented on the balance-sheet among the quick liabilities, and 
sound financing requires that adequate funds shall be set aside 
and made available for meeting these taxes. Unfortunately, 
owing to the intricacies of the excess profits tax, corporations 
cannot be at all certain that they have computed their taxes cor- 
rectly. The internal revenue department will make numerous 
adjustments in tax returns as filed and corporations will be liable 
for reassessments during the five years following any taxable 
year. We shall have to deal to a greater extent than ever before 
with contingent liabilities and contingent assets. That is one of 
the most difficult tax problems with which business men in general 
and credit men in particular now have to contend. 

The income and excess profits taxes assessed on all corpora- 
tions for 1917 amounted to nearly $2,320,000,000. On the average 


_ * A paper read at the annual convention of the National Association of Credit Men 
(iron and steel industries group) at Detroit, Michigan, June 11, 1919, 
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these taxes were about 22% of corporate net income. The taxes 
for 1918 are estimated at $3,275,000,000, or about 33% of the 
total estimated net income of all corporations. 

Let us assume, for example, that a corporation having an 
annual net income of $1,000,000 would be taxed at the average 
rates mentioned. For the year 1916, when there was no excess 
profits tax and the income tax rate was only 2%, such a corpora- 
tion would be taxed $20,000; but for 1917 the tax would be 
$220,000, and for 1918 $330,000. 

These amounts measure the great increases in taxes which 
have been levied on corporation income throughout the country. 
It should be remembered that these are average figures. In the 
every-day experience of a credit department, the average corpora- 
tion is perhaps the exception. Certainly, many concerns in the iron 
and steel industry will pay much larger taxes in proportion to 
net income than the average corporation. 

The balance-sheets for December 31, 1918, of 15 typical 
corporations in the iron and steel industry show percentages of 
tax liability to total current assets varying from 1% to 42%, with 
the average around 18%. This constitutes a substantial draft 
upon resources. 

According to pre-war standards, the amount of tax appears 
large in proportion to net income and current assets. Corpora- 
tions would nevertheless be able, in the great majority of cases, 
to arrange satisfactorily for the liquidation of this liability at the 
proper times, provided the amounts could be definitely ascertained 
at the time of closing the books. But, however conscientious a 
corporation may be in its attempt to comply with the law and 
regulations, later rulings and court decisions may result in addi- 
tional assessments. Taxes of prior years, which were thought 
to have been completely liquidated, may later be increased, and 
assessment of the additional amounts may fall as an unexpected 
draft upon cash resources. In view of this contingency, a cor- 
poration cannot define its dividend policy with assurance. In- 
vestment of surplus earnings in needed additions to plant either 
may be postponed or may be undertaken at the risk of placing 
the corporation in a position where it could not meet the addi- 
tional assessments except through loans. 

The tax of one corporation has been calculated by two experts. 
One finds the tax to be $2,000,000 ; the other figures it at $500,000. 
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The difference of $1,500,000 in the two amounts is due to opposite 
interpretations of a doubtful point of law which may not be 
settled for several years. There are so many special cases of 
this kind to be brought before the advisory tax board that we 
cannot reasonably expect that they will be promptly settled. 

I will mention only a few of the various contingent factors 
which make the determination of taxes so uncertain for corpora- 
tions. Owing to the wide fluctuations in tax rates for the years 
1917, 1918 and 1919, the amounts of taxes are materially affected 
by the methods employed in the accruing of income and expense 
for each twelve-month period during these three years. The 
internal revenue department will take exception to the accounting 
methods followed by many corporations, and it may be expected 
that higher taxes will be levied after returns have been amended. 
Delayed settlements of government contracts will postpone for 
several years the final determination and assessment of 1918 taxes 
of many corporations. Certain regulations of the department 
and decisions of the courts will be retroactive and will result in 
reassessments in cases where returns were made exactly in ac- 
cordance with the rulings in force at the time. Liquidations and 
reorganizations often raise tax problems which will not be finally 
decided for several years. 

Such is the situation which has grown out of the complexity 
of the law and its application. The possibility of large reassess- 
ments should not be overlooked in analyzing the credit standing 
of a corporation. We have been accustomed in the past to make 
conservative allowances for shrinkages of assets which may not 
realize the full amount of their book value upon sale. We must 
now make some reservation for the understatement of liabili- 
ties for taxes. No general rule can be laid down for proving 
whether a corporation has completely met its tax liabilities. 
Analysis of balance-sheets for successive years cannot be depended 
upon to reveal underpayments of taxes. Judgment must be based 
mainly upon the general character and trustworthiness of the 
corporation. Companies which are known to adhere to conserva- 
tive policies in finance can be depended upon as a rule to consult 
competent counsel and to make ample provision for tax liability. 

Were it not for the fact that many balance-sheets which have 
come to my notice have not contained any reserves for taxes, I 
would not think it necessary to repeat that accrued taxes are an 
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actual obligation which should be included among the quick lia- 
bilities on financial statements. Even with the plan of payment 
by instalments, which is provided for in the existing law, the full 
amount of liability should be represented among the quick liabili- 
ties because it is due within twelve months. 

Many published financial statements of the past year or two 
indicate plainly that the responsible officers did not have a clear 
conception of the financial requirements imposed by income tax 
laws, or else they purposely evaded these requirements. Not a 
few statements have contained no specific provision whatsoever 
for tax liability. Financial statements for 1918 rarely state 
whether the reserves for federal taxes have been computed under 
the 1917 act or under the higher rates prescribed by the law 
passed by congress in February, 1919. 

The situation is relieved considerably by the quarterly pay- 
ment scheme. Inasmuch as the instalments are spread over the 
twelve months following the year for which the taxes are assessed, 
the current earnings can be drawn upon in case of need to defray 
a portion, at least, of the previous year’s taxes. It would be un- 
safe, however, for a corporation to place dependence upon future 
earnings to the extent of disbursing its entire surplus funds in 
dividends, or investing them in plant additions. Such a policy 
would be highly speculative. If anticipated earnings were not 
realized, such a corporation might find itself unable to meet the 
tax instalments as they came due. This has actually been the 
experience of one corporation, as I happen to know. That com- 
pany was forced to borrow money on unfavorable terms in order 
to pay its tax bill. 

It should be the policy of a corporation, therefore, not only 
to establish on the books adequate reserves for tax liabilities but 
also to set aside funds of corresponding amounts to be available 
as instalments fall due. Such funds should preferably be invested 
temporarily in United States certificates of indebtedness. Exam- 
ination of the balance-sheets of corporations in strong financial 
positions shows that these companies held certificates of indebted- 
ness and Liberty bonds on December 31, 1918, in amounts approx- 
imating the tax liabilities. 

I will conclude with a brief statement of the practice which, 
in my opinion, should govern the policy of corporations with 
respect to taxes. 
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Federal Taxes in Relation to Business 


1. All possible care should be taken to determine the correct 
amount of tax which would be imposed under a reasonable inter- 
pretation of the law. 

2. The balance-sheet for the end of the fiscal year should 
include, as a separate item among the quick liabilities, the amount 
of federal income and excess profits taxes assessable on the net 
income earned to that date. 

3. The balance-sheet for any date other than the close of the 
fiscal year should include, as a separate item among the quick 
liabilities, an amount representing estimated taxes accrued for 
the current year. 

4. The balance-sheet for any date should designate the act 
under which the liability for federal taxes was calculated—other- 
wise, inquiry may properly be raised as to whether the taxes 
were figured in accordance with the provisions of the most recent 
act. 

5. Funds to meet taxes should preferably be invested tem- 
porarily in certificates of indebtedness. In no event should funds 
required for taxes be distributed in dividends or invested in fixed 
assets. 
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EDITORIAL 
Approaching Standardization 


Several times during the past two years THE JOURNAL OF 
ACCOUNTANCY has commented editorially on the plan of the 
American Institute of Accountants to encourage uniformity of 
examination for the certified public accountant’s certificate. When 
the movement was first started there were some skeptics who 
expressed a fear that state boards would not see the advantage of 
the institute’s proposals and that the number of states adopting 
the plan would be insignificant. 

The board of examiners, however, proceeded to perfect the 
system of uniform examination and placed it before all state 
boards of accountancy through the officers of those boards. Even 
the boards in states whose certificates had not been officially 
recognized by the institute were invited to co-operate. 

Many factors had to be taken into consideration in the prepa- 
ration of the plan. It was understood from the beginning that 
no plan could be devised which would not be subject to some 
criticism. The board, however, invited the assistance of state 
boards and persons interested in the establishment of a standard 
and, after prolonged discussion, alteration and modification, pro- 
duced the plan of co-operation which is now being followed with 
remarkably successful results. 

In view of the great importance of the question and in the 
belief that every friend of accountancy will be interested, we 
publish herewith text of the plan as finally adopted and dis- 
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tributed to all members of all state boards of accountancy in the 
United States. 


AMERICAN INSTITUTE OF ACCOUNTANTS 
1 Liberty Street, New York 


PLAN OF CO-OPERATION IN THE CoNpUCT OF EXAMINATIONS OFFERED BY 
THE Boarp oF EXAMINERS OF THE AMERICAN INSTITUTE OF 
ACCOUNTANTS TO STATE Boarps OF ACCOUNTANCY 


In the hope of attaining uniformity in accounting examinations through- 
out the country, the American Institute of Accountants offers to state 
boards of accountancy a plan of co-operation which, it is believed, will lead 
to the establishment of a common standard wherever certified public 
accountant examinations are conducted. 

In making this proposal to state boards the institute is animated solely 
by a desire to assist in the setting up of standards and realizes that it has 
no right, as it certainly has no desire, to interfere in any way with the 
prerogative or dignity of any state board. 

State boards may accept the proposal at any time. If accepted the 
arrangement may be cancelled at will by state boards. The details of the 
plan follow: 


1. Examination questions are prepared by the board of examiners of 
the institute and cover auditing, accounting theory and practice and funda- 
mentals of commercial law. 


2. Questions prepared by the institute are based upon sound practical 
knowledge and are carefully revised to eliminate all ambiguities. 


3. The institute offers to all state boards the use of these questions and 
the services of the institute’s examiners for grading the answers. 


4. The institute’s examiners will mark the answers of candidates and 
return the papers to state boards for their own marking, with reports of 
the opinion of the institute board as to the success or failure of candidates. 
Success or failure in each subject will be indicated, but exact marks will 
not be given. 


5. The passing grade is 75% in accounting and auditing and 70% in 
commercial law. 

6. The institute’s examiners will not make any notations on the 
answers and will return them promptly to state boards if desired. 

7. Examinations are held in the middle of May and November of each 
year. 

8. Stationery suitable for the use of candidates is prepared and fur- 
nished with the question papers. 

9. Any candidate who satisfies the board of examiners of the institute 
may apply to the institute at any subsequent time when he possesses the 
constitutional qualifications demanded by the institute and may be elected 
an associate of the institute without further technical examination. 

10. Should such a candidate seek full membership, he will be required 
to prepare a thesis on one of a group of subjects proposed by the board 
of examiners. 


11. Candidates for the C. P. A. certificate, if they possess the con- 
stitutional qualifications demanded by the institute, may file application to 
the institute simultaneously with application to the state board. 

12. State boards which desire to have their candidates receive the 
benefit of grading by the institute in addition to the state board grading 
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should submit the answers immediately after the examination. This has 
been found necessary because the institute’s examiners are engaged in 
marking as soon as the examinations are ended, and it would not be 
feasible to call back the examiners to examine each state’s papers as they 
might happen to come in after having been examined by the state board. 


13. In view of the considerable expense incurred in the preparation of 
papers, stationery, etc., in the conduct of examinations and in marking of 
the papers, the board of examiners has found it necessary to ask state 
boards of accountancy to bear a portion of the cost. This proportion in 
the light of experience has been found to amount to approximately $10.00 
a candidate. Accordingly, state boards are requested to divide their fees 
with the institute on a 50% basis, on the understanding that in no case 
shall such 50% exceed $10.00 for each candidate. Should it later appear 
that the expense can be reduced, the institute will notify state boards and 
amend the basis of remuneration accordingly. 


14. If a candidate for the C. P. A. certificate is at the same time an 
applicant to the institute no fee shall be payable by the state board on his 
account. 


15. It is agreed by the board of examiners of the institute that if any 
candidate for whom fees have been received by the institute subsequently 
applies to the institute for admission, the $10.00 or other amount paid on 
a of such candidate by the state board shall be refunded to the state 
board. 


16. It is further understood that when state boards re-examine candi- 
dates in one or more subjects without charge, no fee for such re-examina- 
tion shall be payable to the institute. 


Full particulars may be obtained from the offices of the American Insti- 
tute of Accountants, 1 Liberty Street, New York. 


By order of the board of examiners, 
A. P. Ricwarpson, Secretary. 


August 1, 1919, 

The foregoing statement is comprehensive and not easily sus- 
ceptible of misconstruction. It indicates clearly the institute’s 
desire to assist, its readiness to co-operate and its appreciation of 
the value of the state certificate. 

As each succeeding examination period approaches there is 
increasing interest in the plan of co-operation and the list of 
co-operating states grows steadily. In some instances state boards 
expressed a doubt as to their ability under the law to adopt the 
questions of the institute, but this point has been given careful 
consideration by the board of examiners of the institute and by 
all those state boards which have adopted the plan. There no 
longer seems to be any ground for doubt that the plan not only 
conforms to the requirements of state legislation in regard to the 
conduct of examinations, but also tends to strengthen the effect 
of state legislation by the establishment of a standard concerning 
which there can be no difference of opinion. In other words, 
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standardization is a complete answer and refutation of the asser- 
tion, so often heard, that the certificate of one state is inferior 
to that of another. 

Where all use the same questions inferiority or superiority 
need not be considered. 

It is always unwise to predict—therefore, we shall not express 
the opinion that all states of the United States will ultimately 
adopt this or a similar plan of co-operation—but in view of the 
progress of the past three years it certainly is permissible to 
entertain such a hope. 

In 1916 every state in the union in which examinations were 
conducted set its own standards practically without consideration 
of the conditions in any other state. In the middle of 1919 a 
standard examination held simultaneously is approved by more 
than half the states in which C. P. A. laws exist. 





Sir James Martin 


The sight of the name Sir James Martin will bring pleasure to 
every accountant who met the genial secretary of the Society of 
Incorporated Accountants and Auditors while he was in this 
country as a representative of the society at the congress of 
accountants at St. Louis, in September, 1904. 

The accountants of Great Britain have rendered splendid 
service to their country and to humanity throughout the war. The 
younger men enlisted in the fighting forces and now that the war 
is over, while their memories are green, many of their places are 
vacant. The older men like Mr. Martin gave themselves with 
equal patriotism and devotion and found their part in the great 
struggle, not in fighting, but in organizing, directing and con- 
trolling the governmental and business forces essential to the 
equipment and supply of the army and navy. That the services 
of these men were of the highest value is attested by the honors 
that have in such large numbers been bestowed upon accountants 
by the British government. Among these honors, some of which 
have been mentioned in these columns, it is highly gratifying to 
find the knighthood of James Martin. 

In view of all that has happened since, 1904 seems a long way 
off. To American accountants, however, the year 1904 marks an 
important mile-stone in the development of the profession. The 
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congress of accountants held in that year gave a tremendous 
stimulus to all that has been best in the growth of professional 
organization and consciousness among the accountants of the 
United States. Historically perhaps its chief significance lies in 
the fact that it was the first international gathering of accountants. 
It was notable, too, for the number of able papers presented and 
the high level of the discussion upon them. 

Preéminently, however, the congress was a place where friend- 
ships were formed—friendships which have lasted and have been 
a potent factor in producing the solidarity now attained. In this 
making of friendships James Martin took a leading part. His 
kindly personality and his gracious words in public speech, his tact 
and his broad common-sense endeared him to all and aided greatly 
in making an enthusiastic success out of what was beforehand 
recognized as something of an adventure. 

May Sir James Martin enjoy his new and well-earned honors 
for many years. 
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Income Tax Department 
Epirep sy JoHN B. Niven 


From an accounting standpoint perhaps the most significant of the new 
treasury rulings is the amended and enlarged article 23, on the basis of 
computing income, published under T. D. 2873. 

Re-emphasizing the obligation to account on the basis of the true 
income, whether this be on the cash or the accrual alternative, the regula- 
tion directs the adoption, for the taxable year 1918, of the basis correctly 
reflecting net income, regardless of which basis may have been followed 
in the past; and it permits future changes from one alternative to the 
other, after first duly securing the consent of the commissioner. It lays 
down the principle that no business in which inventories are an essential 
factor can report its true income on any other than the accrual method 
in regard to purchases and sales. Whenever the basis of reporting is 
changed, the taxpayer must submit a separate statement showing the 
amounts, at both the beginning and end of the taxable year, of (a) pre- 
paid expenses, (b) income accrued but uncollected, (c) expenses accrued 
but unpaid and (d) income collected in advance. 

The amendment to article 184, embodied in T. D. 2859, changes the 
basis of valuation for amortization purposes of property created for war 
purposes but having a useful value thereafter. Instead of the estimated 
reproduction cost as of April, 1919, the estimated value of the property 
to the taxpayer himself in terms of its actual use or employment in his 
going business is adopted. Such value, however, is in no case to be less 
than the sale or salvage value of the property. For the purposes of returns 
to be made in 1919, the preliminary estimate of the amount of such amorti- 
zation shall in no case exceed 25 per cent. of the cost of the property. 

That interest accrued or interest adjustments on Victory notes con- 
verted from one series to the other is to be treated as interest on the series 
on which it actually accrued is the sense of T. D. 2865. 

Under T. D. 2869 two new articles, 92a and 312a, are inserted in regula- 
tion 45 as amendments thereto. 

Article 92a determines when the wages of a nonresident alien are 
derived from sources within the United States. The wages of an alien 
seaman on a ship regularly engaged in foreign trade are not to be re- 
garded as from sources within the United States, even though the ship 
flies the American flag, or although during a part of the time the ship 
touched at United States ports and remained there a reasonable time for 
the transaction of business. 

Article 312a determines when alien seamen are to be regarded as 
residents. 

T. D. 2870 amends article 1567, which relates to the exchange of stock 
of one corporation for stock of no greater par value in another corpora- 
tion or other corporations where two or more corporations unite their 
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properties by merger, consolidation or other method of combination. The 
new material, which is shown below in italics, makes this article applicable 
to stock of no par value, where previously it did not apply thereto. 

Instructions relative to the procedure to be followed by the collectors 
in the case of claims for refund or abatement are continued in T. D. 
2871, which is an amplification of T. D. 2688 and an amendment to article 
1036. 

T. D. 2872 contains regulations relative to administrative accounting 
of the bureau of internal revenue and is of no importance to the tax- 
payer in computing his net income, and invested capital and in arriving 
at his tax. 

The decision of the supreme court of the United States, under the act 
of 1913, published in T. D. 2876, determined that where a nonresident alien 
owned stocks, bonds and mortgages secured upon property in the United 
States, or payable by persons or corporations domiciled in the United 
States, and where the income therefrom was collected for and remitted 
to the nonresident alien by an agent domiciled in the United States and 
where the agent had physical possession of the certificates of stock, bonds 
and mortgages, the income therefrom is subject to income tax, because it 
was from “property owned” in the United States. Now, however, the 
income is taxable if from “sources within the United States,” regardless 
of the situs of the income-producing property. 


TREASURY RULINGS 
(T. D. 2859, June 10, 1919.) 


Amendment to paragraph numbered (3) of article 184, final edition of 
regulations 45, dealing with the cost of war facilities which may be 
amortized. 

The paragraph numbered (3) in article 184 of the final edition of regu- 
lations 45, which reads as follows: 

“(3) In the case of other property the basis is the estimated reproduc- 
tion cost as of April, 1919, of such property in its then condition. In the 
final determination such cost will be ascertained under stable post-war con- 
ditions, without reference to such date,” 
is hereby amended to read as follows: 

(3) In the case of other property the basis for amortization calcula- 
tion shall be the estimated value of the property to the taxpayer in terms 
of its actual use or employment in his going business, such value in no 
case to be less than the sale or salvage value of the property: provided, 
however, that in no case shall the preliminary estimate (for purposes of 
returns to be made in 1919) of the amount of such amortization exceed 
25 per cent. of the cost of the property. In the final determination the 
amount of the amortization allowance will be ascertained upon the basis 
of stable post-war conditions under regulations to be promulgated when 
these conditions become apparent. 


(T. D. 2865, June 14, 1919.) 
Interest on Victory notes. 


All interest accrued on 434 per cent. Victory notes at the date of any 
conversion by the taxpayer into 3% per cent. Victory notes will, for the 
purposes of computing net income, be deemed to be interest upon 434 
per cent. Victory notes, and will be entitled only to the exemptions from 
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taxation to which interest on 434 per cent. Victory notes is entitled. 
Any and all amounts received by any taxpayer from the United States 
by way of adjustment of accrued interest upon conversion of 4% per cent. 
Victory notes into 33%4 per cent. Victory notes will be deemed to be interest 
upon 43% per cent. Victory notes. 

All interest accrued on 334 per cent. Victory notes at the date of any 
conversion by the taxpayer into 434 per cent. Victory notes will, for the 
purposes of computing net income, be deemed to be interest upon 3% 
per cent. Victory notes, and will be entitled to the exemptions from taxa- 
tion to which interest on 334 per cent. Victory notes is entitled. 


(T. D. 2869, June 20, 1919.) 
Alien seamen—Amendments to articles 92 and 312 of regulations 45. 


The final edition of regulations 45 is amended by inserting immediately 
after article 92 a paragraph to be known as article 92a, as follows: 

Art. 92a. When the wages of a nonresident alien seaman are derived 
from sources within the United States—While resident alien seamen are 
taxable like citizens on their entire income from whatever sources derived, 
nonresident alien seamen are taxable only on income from sources within 
the United States. Ordinarily, wages received for services rendered inside 
the territorial United States are to be regarded as from sources within the 
United States. The wages of an alien seaman earned on a coast-wise 
vessel are from sources within the United States, but wages earned by an 
alien seaman on a ship regularly engaged in foreign trade are not to be 
regarded as from sources within the United States, even though the ship 
flies the American flag, or although during a part of the time the ship 
touched at United States ports and remained there a reasonable time for 
the transaction of its business. The presence of a seaman aboard a ship 
which enters a port for such purposes of foreign trade is merely transitory 
and wages earned during that period by a nonresident alien seaman are 
not taxable. There is no withholding from the wages of alien seamen 
unless they are nonresident within the rules laid down in articles 311 to 
315. Even in the case of a nonresident alien seaman the employer is not 
obliged to withhold from wages unless those wages are from sources 
within the United States as defined above. As to when alien seamen are 
to be regarded as residents, see article 312a. 

The final edition of regulations 45 is amended by inserting immediately 
after article 312 a paragraph to be known as article 312a, as follows: 


Art. 312a. Alien seamen, when to be regarded as residents.——In order 
to determine whether an alien seaman is a resident within the meaning 
of the income tax law, it is necessary to decide whether the presumption 
of nonresidence is overcome by facts showing that he has established a 
residence in the territorial United States, which consists of the states, the 
District of Columbia, and the territories of Hawaii and Alaska, and ex- 
cludes other places. Residence may be established on a vessel regularly 
engaged in coastwise trade, but the mere fact that a sailor makes his home 
on a vessel flying the United States flag and engaged in foreign trade is 
not sufficient to establish residence in the United States, even though the 
vessel, while carrying on foreign trade, touches at American ports. An 
alien seaman may acquire an actual residence in the territorial United 
States, within the rules laid down in article 312, although the nature of 
his calling requires him to be absent from the place where his residence 
is established for a long period. An alien seaman may acquire such a 
residence at a sailor’s boarding house or hotel, but such a claim should be 
carefully scrutinized in order to make sure that such residence is bona fide. 
The filing of form 1078, revised, or taking out first citizenship papers, is 
proof of residence in the United States from the time the form is filed or 
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the papers taken out, unless rebutted by other evidence showing an inten- 
tion to be a transient. The fact that a head tax has been paid on behalf 
of an alien seaman entering the United States is no evidence that he has 
acquired residence, because the head tax is payable unless the alien who 
is entering the country is merely in transit through the country. An alien 
may remain a nonresident although he is not in transit through the country. 
As to when the wages of alien seamen are subject to tax see article 92a. 


(T. D. 2870, June 20, 1919.) 
Income tax. 


Amending article 1567, final edition of regulations 45, dealing with exchange 
of stock for stock having no par value, and fixing an aliquot part of the 
capital when required by statute to be stated, as the par value, for the 
purposes of section 202, of such so-called “no-par-value” stock. 

The final edition of regulations 45 is amended by changing article 1567 
to read as follows: 


Art. 1567. Exchange of stock for other stock of no greater par value. 
—In general, where two (or more) corporations unite their properties by 
either (a) the dissolution of corporation B and the sale of its assets to 
corporation A, or (b) the sale of its property by B to A and the dissolu- 
tion of B, or (c) the sale of the stock of B to A and the dissolution of B, 
or (d) the merger of B into A, or (e) the consolidation of the corpora- 
tions, no taxable income is received from the transaction by A or B or the 
stockholders of either, provided the sole consideration received by B and 
its stockholders in (a), (b), (c) and (d) is stock or securities of A, and 
by A and B and their stockholders in (e) is stock or securities of the con- 
solidated corporation, in any case of no greater aggregate par or face value 
than the old stock and securities surrendered. So-called “no-par-value 
stock” issued under a statute or statutes which require the corporation to 
fix in a certificate or on its books of account or otherwise an amount of 
capital or an amount of stock issued which may not be impaired by the 
distribution of dividends, will for the purpose of this section be deemed 
to have a par value representing an aliquot part of such amount, proper 
account being taken of any preferred stock issued with a preference as to 
principal. In the case (if any) in which no such amount of capital or 
issued stock is so required, “no-par-value stock” received in exchange will 
be regarded for the purposes of this section as having in fact no par or 
face value, and consequently as having “no greater aggregate par or face 
value” than the stock or securities exchanged therefor. 


(T. D. 2871, June 21, 1919.) 
Claims for refund or abatement. 


Procedure to be followed by collectors with respect to claims for refund 
or abatement. Extension of T. D. 2688. Amendment to article 1036, 
regulations 45. 

(1) Claims for refund or for abatement, pertaining to tax returns 
which have not at the time been posted to an assessment list, will be 
numbered to agree with, attached to, and made a part of, the original 
return so that the total tax as posted on the assessment list will be the 
admitted tax liability of the taxpayer. If a taxpayer submits an amended 
return as a claim either for refund or for abatement before the original 
return has been listed, such amended return will be numbered to agree with 
and attached to the original return in the same manner. Similarly, errors 
or omissions in returns discovered by the collector prior to the posting 
operate as an amendment to the amount of tax liability shown by the 
return. 
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In other words, all amendments or changes, either increasing or de- 
creasing the amount of tax liability and whether originated by the tax- 
payer or by the collector, will be reflected on the face of the return itself 
and the posting to the assessment list will be of the correct amount. In 
this connection attention is called to the provision of mim. 2124. 

(2) Amended returns showing a reduced tax liability will not be acted 
upon by collectors if the original return has been previously entered on the 
assessment list. All claims pertaining to returns which have been listed 
for assessment must be submitted on form 46, if the tax has been paid, 
or on form 47 if the tax has not been paid. 


(3) The following classes of claims may be included on form 751 (if 
for refund), or blanket form 47 (if for abatement). Separate sheets prop- 
erly designated of forms 751 or blanket forms 47 must be prepared for 
returns on file in the commissioner’s office and those on file in the col- 
lector’s office. 

(a) All claims for refund or abatement pertaining to form 1040—A 
income returns for the calendar year 1918 or subsequent years. 

(b) Errors in computation (these include only mistakes in arithmetic). 

(c) Errors in specific exemptions on income returns. (These include 
such items as failure to deduct exemptions for dependents, the $2,000 ex- 
emption for corporations, etc.) 

(d) Payments in excess of the total amount of tax due as shown by 
the return. (These include such cases as a remittance of $1,500 covering 
payment of a tax liability of $1,300, etc.) 

(e) Amount previously paid on submission of a tentative income return 
in excess of the total tax liability shown by the final return. 

(f) Duplicate payments or assessments. 

(g) All claims for refund on account of nonrevenue remittances for- 
warded to the collector in error and deposited by him. (These include 
such items as state or municipal taxes sent to the collector and deposited 
by him as “unidentified,” etc.) 

(4) All claims for refund or abatement other than those enumerated 
above will be forwarded to the commissioner for settlement. However, 
any claim may be so forwarded whenever the collector does not feel 
absolutely certain of the law, regulations, or precedent involved, or if his 
disbursing bond is insufficient to enable him to procure an advance on 
accountable warrant of the requisite amount of funds from which to make 
payment. 

(5) Before forwarding claims to the commissioner for settlement, 
certification must be made on the claim of the account number, the 
amount of tax originally due, the dates and amounts of all payments or 
other transactions affecting such amount, and the balance due as shown 
by the account on the list. All claims of this nature now on file in the 
collector’s office and hereafter as received should be certified and for- 
warded immediately. 

(6) Claims submitted by taxpayers direct to the commissioner will in 
future be referred to the collector for this certificate as to the status of 
the account on the assessment list. Until so certified by the collector 
such claims will not be settled. When certifying claims for refund 
the collector will make a notation in the “remarks” column of the date and 
amount of the refund claim, but no record will be made on the tax journals 
unless a credit balance exists in the taypayer’s account. In this case, the 
amount of the claim as certified will be posted to the list and recorded on 
the journal in the same manner as though payment were made by the 
collector. 

(7) In all cases where abatement claims are certified by the collector, 
notation will be made on the assessment list of the date on which the 
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abatement claim was filed and the amount thereof, and on the daily 
journals, form 769. (See paragraph 49, Manual of Revenue Accounting.) 

(8) Blanket claims for abatement of uncollectible items, form 53; 
may be filed by the collector as heretofore. The same record will be made 
on the tax journal and on the assessment list as in cases where the tax- 
payers submit such claims, the only difference being that in the first 
instance the claim originates with the taxpayer instead of with the collector. 

(9) The last two sentences of article 1036, regulations 45 (final edition), 
are to be replaced by the following: 

“In certain cases of overpayment by taxpayers the collector may repay 
the excess after allowance by the commissioner of a claim for refund made 
by the collector on form 751. The cases in which refund is made through 
collectors are covered by specific provisions not herein incorporated. The 
commissioner has no authority to refund on equitable grounds penalties 
legally collected.” 

(10) All existing regulations in conflict with the above are hereby 
revoked. 


(T. D. 2872, June 20, 1919.) 
Accounting. 
Regulations pertaining to administrative accounting, effective July 1, 1919. 


The following regulations pertaining to administrative accounting of the 
bureau of internal revenue, effective July 1, 1919, are published for the 
information of all concerned : 


(1) No expense shall be incurred or disbursement made by any ad- 
ministrative or disbursing officer of the internal revenue service involving 
an internal revenue appropriation unless an allowance therefor has previ- 
ously been granted by the secretary of the treasury, or by his authority, 
upon the recommendation of the commissioner of internal revenue (but 
as to indefinite appropriations see par. 10 of these regulations). In cases 
of emergency, requests for such allowance or the preliminary notification 
of the granting thereof, or both, may be made by telegraph. 

(2) The grants of allowances, as well as withdrawals of same, must 
be made through the medium of standard forms provided therefore (see 
par. 7), and no charges encumbering appropriations will be made in the 
division of accounts or credits allowed for disbursements made unless the 
— allowance documents covering same have been received in said 

ivision. 

(3) It is hereby ordered that the administration of the granting of 
allowances (above referred to) shall, in case of allowances for the internal 
revenue field service, be centralized in (a) supervisor of collectors’ offices 
and (b) chief of revenue agents, and all requests for such allowances will 
be made upon the commissioner through these offices. The issuing of the 
grants of said allowances, through the medium of the formal allowance 
documents, will be centralized in (c) division of appointments and (d) 
division of supplies and equipment. 

(a) The supervisor of collectors’ offices will have jurisdiction over the 
granting of all allowances for salaries and expenses of officers and em- 
ployees, for supplies and equipment, and for other requirements, of col- 
lectors’ offices. (See also par. 3 (c).) 

(b) The chief of revenue agents will have jurisdiction over the granting 
of all allowances for salaries and expenses of officers and employees, for 
supplies and equipment and for other requirements of the offices of 
revenue agents in charge. 

(c) The division of appointments will have jurisdiction over the issuing 
of the formal allowance documents covering the salaries and expenses of 
internal revenue officers and employees in the field service. Expenses will 
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include those for railroad and other fares (whether paid by reimbursing 
the traveler or by auditor’s settlement upon transportation requests), for 
subsistence (whether on actual expense or per diem basis), and any other 
travel or other expenses personal to officers and employees. Said division, 
under the immediate direction of the assistant to the commissioner, will 
keep all files and records relating to appointments in the field, as well as 
in the bureau, and it will execute decisions as to field appointments, but 
will not exercise discretion with respect to any appointment, promotion, or 
separation from the service of any officer or employee. This discretion is 
lodged in the supervisor of collectors’ offices and the chief of revenue 
agents’ office, subject to the discretion of the commissioner. (See also 
paragraphs 3 (a) and 4 (a).) 

(d) The division of supplies and equipment will have jurisdiction over 
the issuing of the formai documents covering all allowances for the field 
service other than those named in paragraph 3 (c) above, including sup- 
plies and equipment, freight and express transportation, rentals, printing 
and binding, and miscellaneous expenses other than personal. (See also 
paragraph 4 (d).) 

As requests for allowances are received from the field service and 
indorsed by the supervisor of collectors’ offices and the chief of revenue 
agents, within their respective jurisdictions, said requests will be trans- 
mitted to the division of appointments in case of allowances named in 
paragraph 3 (c), and to the division of supplies and equipment in case of 
allowances named in paragraph 3 (d), where the formal allowance docu- 
ments will be prepared and submitted to the commissioner for approval. 


(4) It is further ordered that the administration of the granting of 
all allowances for the bureau of internal revenue at Washington shall be 
centralized in (a) division of appointments, and (b) division of supplies 
and equipment, and all requests for said allowances will be made upon 
the commissioner through these divisions. 

(a) The division of appointments will have jurisdiction over the grant- 
ing of allowances for salaries and expenses of bureau officers and em- 
ployees. (See also paragraph 3 (c).) 

(b) The division of supplies and equipment will have jurisdiction over 
the granting of all bureau allowances other than those for salaries and 
expenses of bureau officers and employees. (See also paragraph 3 (d).) 

(5) All allowances will be divided into two classes, viz, (a) annual 
allowances, (d) special allowances. 

(a) Annual allowances comprise those covering fixed charges which 
recur regularly from month to month and which are granted for the full 
fiscal year or such portion thereof as is unexpired at the time of their 
becoming effective. Charges which accrue irregularly, although made to 
cover the period of the fiscal year, or which are not paid regularly each 
month, should not be classed as annual allowances. All unused balances 
of the monthly portion or allotment of annual allowances will be regularly 
liquidated by the division of accounts and become available for allowance 
under the respective appropriations for other purposes. Salaries and fixed 
allowances of permanent employees are the most common examples of 
annual allowances. 

(b) Special allowances comprise those which are not included in the 
above definition of annual allowances, and which are made for some special 
purpose or on account of which charges accrue or payments are made 
irregularly, or both. Balances of special allowances will be carried in the 
division of accounts, against which all payments will be checked, and any 
final balances will be liquidated and made available for allowance for other 
purposes. To this end it is important that disbursing agents in reporting 
payments upon the schedules shall indicate when they are final as to each 
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special allowance. Salaries and travel allowances of temporary employees, 
office supplies and equipment, leases, printing, and lump sums for miscel- 
laneous expenses are examples of special allowances. 

(6) Withdrawals of annual and special allowances, in whole or in part, 
will, in case of each class of allowances, be covered by separate series of 
forms; which will be issued by the division of appointments and the 
division of supplies and equipment as provided in case of the granting 
of annual and special allowances. 

¢7) For the purpose of granting and withdrawing allowances the fol- 
lowing forms are provided and their use enjoined: form 7367, “grant of 
annual allowances”; form 7369, “grant of special allowances”; form 7368, 
“withdrawal of annual allowances”; form 7370, “withdrawal of special 
allowances”; form 62, “purchase or stores requisition upon the chief clerk 
of the treasury department.” 

These forms will be serially numbered and kept in stock in the blank 
room of the bureau and the custodian thereof will be held responsible for 
the care and duly authorized issue of such forms. As required for issue, 
said forms will be supplied upon requisition therefor and the division of ac- 
counts notified of the numbers of the blanks so issued and to whom issued. 
The division of accounts will keep a check upon the allowance forms thus 
issued, and require that all numbered sheets be accounted for. 

(8) Copies of all allowances granted and withdrawn will be furnished 
each day, as designated upon the printed forms, (a) to disbursing agents 
in the field service who are to pay the amounts of allowances granted, or 
to the proper requisitioners in .case of the bureau service at Washington, 
(b) to the division of accounts, (c) to the auditor for the treasury de- 
partment, except that, in lieu of furnishing copies of form 62 to the auditor, 
a copy of each order (chief clerk, treasury department, form 20A) based 
upon the requisitions made on said form 62 will continue to be furnished 
to the division of accounts, to be subsequently sent to the auditor with the 
voucher to which it pertains; (d) one copy to be retained as an office copy 
by the issuing division. 

(9) In writing up allowance documents it is essential not only that the 
necessary details be given respecting the items sought to be allowed, as 
provided for upon the standard forms or as may be required, but that the 
documents show in every case the exact amount for which it is proposed 
to charge an appropriation. Separate documents will be used for each 
appropriation. 

(10) Nothing in these regulations shall be construed to change the 
present method of estimating and allowing expenses or making an ac- 
counting for disbursements under indefinite appropriations, whether per- 
manent (e. g., refunding taxes illegally collected) or annual (e. g., increase 
of compensation). 

(11) These regulations will take effect beginning with the new fiscal 
year, July 1, 1919—June 30, 1920, and thereafter disbursing agents will be 
required to submit their accounts current (form 44) and schedules of dis- 
bursements (form 63, revised) in duplicate, one copy for the auditor and 
one copy to be retained in the files of the division of accounts. 


(T. D. 2873, June 24, 1919.) 
Income and excess profits taxes. 
Modification of article 23, regulations 45, bases of computation of net 
income. 
Article 23, regulations 45, is modified to read as follows: 


Art. 23. Bases of computation—(1) Approved standard methods of 
accounting will ordinarily be regarded as clearly reflecting income. A 
method of accounting will not, however, be regarded as clearly reflecting 
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income unless all items of gross income and all deductions are treated 
with reasonable consistency. See section 200 of the statute for definitions 
of “paid,” “paid or accrued,” and “paid or incurred.” All items of gross 
income shall be included in the gross income for the taxable year in which 
they are received by the taxpayer, and deductions taken accordingly, unless 
in order clearly to reflect income such amounts are to be properly ac- 
counted for as of a different period. For instance, in any case in which st 
is necessary to use an inventory, no accounting in regard to purchases and 
sales will correctly reflect income except an accrual method. See section 
213 (a) of the statute. A taxpayer is deemed to have received items of 
gross income which have been credited to or set apart for him without 
restriction. See article 53. On the other hand, appreciation in value of 
property is not even an accrual of income to a taxpayer prior to the 
realization of such appreciation through conversion of the property. 

(2) For the taxable year 1918 the true income, computed under the 
revenue act of 1918, and where the taxpayer keeps books of account in 
accordance with the method of accounting regularly employed in keeping 
such books, shall in all cases be entered in the return, even though this 
results in apparent omissions or duplications of particular items of income 
or expense. In the ordinary case such omisstons and duplications are 
more apparent than real and are likely to counterbalance one another, so 
that the change in the basis of reporting calls for no material adjustment. 
Where, however, the method previously employed by the taxpayer in de- 
termining his income subject to the tax is materially different from the 
method regularly used by the taxpayer in keeping his accounts, or where 
for any reason the basis of reporting income subject to tax is changed, the 
taxpayer should attach to his return a separate statement setting forth for 
the taxable year and for the preceding year the classes of items differently 
treated under the two systems, specifying in particular all amounts dupli- 
cated or entirely omitted as the result of such change. Where, for ex- 
ample, a taxpayer who, prior to 1918, has reported on the so-called receipts 
basis is compelled under the above rule to report on the so-called accrual 
basis, he should include in the separate statement the following informa- 
tion: 

First, (a) expenses paid before the end of the taxable year 1917, but 
not accrued at that date; (b) income accrued at the end of the taxable year 
1917 but not received at that date; (c) expenses accrued at the end of 
the taxable year 1917 but not paid at that date; (d) income received before 
the end of the taxable year 1917 but not accrued at that date; and 

Second, similar items as of the end of the taxable year 1916. 

If in the opinion of the commissioner such information indicates that 
the returns for any previous years did not reflect the true income, amended 
returns for such years will be required. 

(3) A taxpayer who changes the method of accounting employed in 
keeping his books for the taxable year 1919 or thereafter shall, before 
computing his income upon such new basis for purposes of taxation, 
secure the consent of the commissioner. Application for permission to 
change the basis of the return shall be made at least 30 days in advance 
of the date of filing return and shall be accompanied by a statement 
specifying the classes of items differently treated under the two systems 
and specifying all amounts which would be duplicated or entirely omitted 
as a result of the proposed change. 

(4) Bank discounts—Banks which in the past have treated discount as 
income before it was actually earned, and during the taxable year 1918 
have placed the discount account upon an accrual basis, will be required to 
submit the information called for in paragraph 2 above and submit an 
amended return for the taxable year 1917, and will be permitted to submit 
(or the commissioner may require) amended returns for all prior years 
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during which the taxpayer was subject to tax. Additional taxes for prior 
years found to be due upon such reexamination will be paid upon the basis 
of the amended returns in the ordinary way. Where it appears that prior 
taxes have been paid in excess of the amount properly due, such excess 
will, to the extent possible, be credited against future income and profits 
taxes under the provisions of section 252 of the revenue act of 1918. 


(T. D. 2876, June 25, 1919.) 
Income tax—Nonresident aliens—Decision of court. 


1. INcomME TAxES—NONRESIDENT ALIENS—PROPERTY OWNED IN UNITED 
STATES. 


The income received by a nonresident alien from stocks and bonds of 
corporations organized under the laws of the United States and bonds 
and mortgages secured upon property in the United States, the certifi- 
cates representing the same being held by a Philadelphia trust com- 
pany under a power of attorney which gave authority to the agent to 
sell, assign, or transfer any of them and to invest and reinvest the 
proceeds, is property owned in the United States within the meaning 
of the act of October 3, 1913. 


2. JUDGMENT REVERSED. 


Judgment of the district court for the eastern district of Pennsylvania 
(239 Fed., 568) reversed. 


The appended decision of the United States supreme court in the case 
of Emily R. De Ganay v. Lederer, collector, is published for the informa- 
tion of internal-revenue officers and others concerned. 


SUPREME COURT OF THE UNITED STATES. OCTOBER TERM, 1918. No. 319. 


Emily R. De Ganay v. Ephraim Lederer, collector of internal revenue. 
Certificate from the United States circuit court of appeals for the third 
circuit. 


[June 9, 1919.] 
Mr. Justice Day delivered the opinion of the court: 


The act of October 3, 1913 (c. 16, sec. 2a, subdivision 1, 38 Stat., 166) 
provides— 

That there shall be levied, assessed, collected, and paid annually upon 
the entire net income arising or accruing from all sources in the preceding 
calendar year to every citizen of the United States whether residing at 
home or abroad, and to ‘every person residing in the United States, though 
not a citizen thereof, a tax of 1 per centum per annum upon such income, 
except as hereinafter provided; and a like tax shall be assessed, levied, 
collected, and paid annually upon the entire net income from all property 
owned and of every business, trade, or profession carried on in the United 
States by persons residing elsewhere. 

Under this statutory provision a question arose as to the taxability of 
income from certain securities of Emily R. De Ganay, a citizen and resident 
of France. The district court of the United States for the eastern district 
of Pennsylvania held the income from the securities taxable. (239 Fed., 
568.) The case is here upon certificate from the circuit court of appeals 
from which it appears that Emily R. De Ganay is a citizen of France, and 
resides in that country, that her father was an American citizen domiciled 
in Pennsylvania, and died in 1885, having devised one-fourth of his 
residuary estate, consisting of real property, to the Pennsylvania Co. for 
Insurance on Lives and Granting Annuities, in trust to pay the net income 
thereof to her. She also inherited from her father a large amount of 
personal property in her own right free from any trust. This personal 
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property is invested in stocks and bonds of corporations organized under 
the laws of the United States and in bonds and mortgages secured upon 
property in Pennsylvania. Since 1885 the Pennsylvania company has been 
acting as her agent under power of attorney, and has invested and rein- 
vested her property, and has collected and remitted to her the net income 
therefrom. The certificates of stocks, bonds, and mortgages have been and 
were in 1913 in the company’s possession in its offices in Philadelphia. 
The company made a return of the income collected for the plaintiff for 
the year 1913 both from her real estate, which is not in controversy here, 
and her net income from corporate stocks and bonds, and bonds and mort- 
gages held by her in her own right. The tax was paid under protest and 
recovery was sought by the proper action. 

The question certified is limited to the net income collected by virtue of 
the power of attorney from the personal property owned by the plaintiff 
in her own right. 

The power of attorney, which is attached to the certificate, authorizes 
the agent— 

To sell, assign, transfer any stock, bonds, loans, or other securities now 
standing or that may hereafter stand in my name on the books of any 
and all corporations, national, state, municipal, or private, to enter satisfac- 
tion upon the record of any indenture or mortgage now or hereafter in 
my name, or to sell and assign the same and to transfer policies of in- 
surance, and the proceeds, also any other moneys to invest and reinvest 
in such securities as they may in their discretion deem safe and judicious 
to hold for my account; to collect and receipt for all interest and divi- 
dends, loans, stocks, or other securities now or hereafter belonging to me, 
to indorse cheques payable to my order and to make or enter into any 
agreement or agreements they may deem necessary and best for my in- 
terest in the management of my business and affairs, also to represent me 
and in my behalf to vote and act for me at all meetings connected with 
any company in which I may own stocks or bonds or be interested in any 
way whatever, with power also as attorney or attorneys under it for that 
purpose to make and substitute, and to do all lawful acts requisite for 
effecting the premises, hereby ratifying and confirming all that the said 
attorney or substitute or substitutes shall do therein by virtue of these 
presents. 

The question certified is, If an alien nonresident owns stocks, bonds, 
and mortgages secured upon property in the United States or payable by 
persons or corporations there domiciled; and if the income therefrom is 
collected for and remitted to such nonresident by an agent domiciled in 
the United States, and if the agent has physical possession of the certifi- 
cates of stock, the bonds, and the mortgages, is such income subject to an 
income tax under the act of October 3, 1913? 

The question submitted comes to this, Is the income from the stocks, 
bonds, and mortgages held by the Pennsylvania company derived from 
property owned in the United States? A learned argument is made to the 
effect that the stock certificates, bonds, and mortgages are not property, 
that they are but evidences of the ownership of interests which are prop- 
erty; that the property, in a legal sense, represented by the securities, would 
exist if the physical evidences thereof were destroyed. But we are of 
opinion that these refinements are not decisive of the congressional intent 
in using the term “property” in this statute. Unless the contrary appears, 
statutory words are presumed to be used in their ordinary and usual sense, 
and with the meaning commonly attributable to them. To the general 
understanding and with the common meaning usually attached to such 
descriptive terms, bonds, mortgages, and certificates of stock are regarded 
as property. By state and federal statutes they are often treated as 
property, not as mere evidences of the interest which they represent. In 
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Blackstone v. Miller (188 U. S., 189, 206) this court held that a deposit bya 
citizen of Illinois in a trust company in the city of New York was subject 
to the transfer tax of the state of New York and said: 

There is no conflict between our views and the point decided in the case 
reported under the name of “State tax on foreign-held bonds” (15 Wall., 
300). The taxation in that case was on the interest on bonds held out of 
the state. Bonds and negotiable instruments are more than merely evi- 
dences of debt. The debt is inseparable from the paper which declares 
and constitutes it, by a tradition which comes down from more archaic 
conditions. Bacon v. Hooker (177 Mass., 335, 337). 

The court of appeals of New York, recognizing the same principle, 
treated such instruments as property in People ex rel. Jefferson v. Smith 
(88 N. Y., 576, 585) : 

It is clear from the statutes referred to and the authorities cited and 
from the understanding of business men in commercial transactions, as well 
as of jurists and legislators, that mortgages, bonds, bills, and notes have 
for many purposes come to be regarded as property and not as the mere 
evidences of debts, and that they may thus have a situs at the place where 
they are found like other visible, tangible chattles. 

We have no doubt that the securities herein involved are property. Are 
they property within the United States? It is insisted that the maxim 
“mobilia sequuntur personam” applies in this instance, and that the situs 
of the property was at the domicile of the owner in France. But this court 
has frequently declared that the maxim, a fiction at most, must yield to 
the facts and circumstances of cases which require it, and that notes, 
bonds, and mortgages may acquire a situs at a place other than the 
domicile of the owner and be there reached by the taxing authority. It is 
only necessary to refer to some of the decisions of this court. New Orleans 
v. Stempel (175 U. S., 309); Bristol v. Washington County (177 U. S., 
133) ; Blackstone v. Miller, supra; State Board of Assessors v. Comptoir 
National D’Escompte (191 U. S., 388); Carstairs v. Cochran (193 U. S., 
10); Scottish Union & National Insurance Co. v. Bowland (196 U. S., 
611); Wheeler v. New York (233 U. S., 434, 439) ; Iowa v. Slimmer (248 
U. S., 115, 120). Shares of stock in national banks, this court has held, 
for the purpose of taxation, may be separated from the domicile of the 
owner and taxed at the place where held. Tappan v. Merchants National 
Bank (19 Wall. 490). 

In the case under consideration the stocks and bonds were those of 
corporations organized under the laws of the United States and the bonds 
and mortgages were secured upon property in Pennsylvania. The cer- 
tificates of stock, the bonds, and mortgages were in the Pennsylvania 
company’s offices in Philadelphia. Not only is this so, but the stocks, bonds, 
and mortgages were held under a power of attorney which gave authority 
to the agent to sell, assign, or transfer any of them and to invest and re- 
invest the proceeds of such sales as it might deem best in the manage- 
ment of the business and affairs of the principal. It is difficult to conceive 
how property could be more completely localized in the United States. 
There can be no question of the power of congress to tax the income from 
such securities. Thus situated and held, and with the authority given to 
the local agent over them, we think the income derived is clearly from 
property within the United States within the meaning of congress as ex- 
pressed in the statute under consideration. 

It follows that the question certified by the circuit court of appeals must 
be answered in the affirmative. So ordered. 

Mr. Justice McReynolds took no part in this case. 
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EpItED By SEYMOUR WALTON 
(Assistep BY H. A. FINNEY) 


In regard to the following attempt to present the correct answers to 
the questions asked in the examination held by the American Institute 
of Accountants in May, 1919, the reader is cautioned against accepting 
the answers as official. They have not been seen by the examiners—still 
less endorsed by them. 


AMERICAN INSTITUTE EXAMINATION 


THEORY AND PRACTICE, PART II. 


Question 1: 

The following trial balance of the B. C. Cotton Company is taken 
from the books after inventories and deferred charges have been posted. 
The accounts are ready to close for the period. The consigned goods 
account has been inactive for six months and will continue so for the 
present. Prepare statement to show for the quarter ended March 30, 
1918, total manufacturing expenses, cost of goods made, cost of goods 
sold and net profit, and submit a balance-sheet as of March 30, 1918. 


TRIAL BALANCE 


Dr. Ce. 
Cloth 268,337.28 
Labor 33,862.99 
Light 132.72 
Royalties 50.00 
Oils 38.62 
Finishing 7,455.55 
Cash 119,126.06 
Liberty bonds 1,000.00 
Supplies 1,276.06 
Starch 800.00 
Fuel 1,455.99 
Water 202.24 
Freight inward 1,353.99 
Accounts receivable 63,492.58 
Accounts payable 313.45 
Notes payable 225,000.00 
Building and machinery 341,378.14 
Tenements 1,610.99 
Insurance 350.00 
Taxes 567.71 
General expense 542.88 
Rents receivable 378.87 
Commissions 7,121.42 
Interest paid 2,539.90 
Discount taken 4,016.26 
Purchases, material 162,403.68 
Surplus 168,866.14 
Discount allowed 899.50 
Capital stock 362,500.00 
Waste sales 1,401.39 


143 





The Journal of Accountancy 


Inventory, finished goods 3/30 114,069.57 
Inventory, process 3/30 31,464.02 
Inventory, materials 3/30 113,860.99 
Inventory, fuel 3/30 1,250.00 
Inventory, starch 3/30 800.00 
Inventory, supplies 3/30 1,300.00 
Prepaid taxes 3/30 208.96 
Unexpired insurance 3/30 660.41 
Prepaid interest 3/30 5,100.00 
Consigned goods 3/30 14,438.42 





1,030,813.39 1,030,813.39 








_ Inventories of finished goods have been credited to cloth account and 
inventories of goods in process and materials to purchase account. 


INVENTORIES JANUARY 1, 1918 


Finished goods, January 1, 1918 132,833.85 
Goods in process, January 1, 1918 22,258.01 
Materials, January 1, 1918 143,566.55 








Answer to Question 1: 
In order to give the information which is asked for it is necessary to 
eliminate the inventories from the cloth account and purchase account. 


Cloth account, as given 268,337.28 
Add inventory finished goods, 1/1/18 132,833.85 

401,171.13 
Less inventory finished goods 3/30/18 114,069.57 
Sales for period 287,101.56 
Purchases, material account, as given 162,403.68 


31,464.02 
113,860.99 145,325.01 


Add inventory process goods 3/30/18 
Inventory material 3/30/18 





307,728.69 
22,258.01 
143,566.55 165,824.56 


Less inventory process goods 1/1/18 
Inventory material 1/1/18 





Purchases for period 141,904.13 


With these figures at hand the statements asked for may be prepared 
as per the following exhibits. 
EXHIBIT A 
B. C. Corron CoMPANY 
Profit and Loss Statement 
January 1, 1918, to March 30, 1918 
287,101.56 
227,312.44 


Cloth sales 
Deduct: cost of goods sold (exhibit B) 


59,789.12 


Gross profit on sales 
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Selling and general expense: 
Commissions 
General expense 


Net profit on operations 
Discount, interest, rents. 
Add: 
Discounts taken 4,016.26 
Less discounts allowed 899.50 
Rents received 


Less interest paid 


Net profit—January 1, 1918, to March 30, 1918 


SURPLUS 








March 30, ’18, balance 





7,121.42 
542.88 7,664.30 
52,124.82 
3,116.76 
378.87 
3,495.63 
2,539.90 955.73 
53,080.55 
221,946.69 
221,946.69 
168,866.14 


Jan. 1, ’18, balance 
Mar. 30, 18, profit as above 53,080.55 


B. C. Cotron Company 


221,946.69 


EXHIBIT B 


Statement Showing Cost of Manufacture, Cost of Goods Sold and 


Manufacturing Expense 


January 1, 1918 to March 30, 1918 


Goods in process, Jan. 1, 1918 


Cost of manufacture: 


Material : 
Inventory, Jan. 1, 1918 143,566.55 
Purchases 141,904.13 
Freight inward 1,353.99 143,258.12 





286,824.67 
Less inventory, Mar. 30, 1918 113,860.99 


Gross cost materials used 172,963.68 
Less waste sales 1,401.39 


Net cost of material used 
Labor 
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Manufacturing expenses: 
Light 132.72 
Royalties 50.00 
Oils 38.62 
Finishing 7,455.55 
Supplies 1,276.06 
Starch 800.00 
Fuel 1,455.99 
Water 202.24 
Insurance 350.00 
Taxes 567.71 12,328.89 217,754.17 
240,012.18 
Deduct: goods in process: Mar. 30, 1918 31,464.02 
Cost of goods manufactured 208,548.16 
Add: finished goods inventory, Jan. 1, 1918 132,833.85 
341,382.01 
Deduct: finished goods inventory Mar. 30, 1918 114,069.57 
Cost of goods sold 227,312.44 
EXHIBIT C 





B. C. Cotron CoMPANY 
Balance-sheet 
March 30, 1918 





Assets 
Fixed assets: 
Building and machinery 341,378.14 


Investments : 


Liberty bonds 1,000.00 


Tenements 1,610.99 2,610.99 
Current assets: 
Inventories : 
Finished 
goods 114,069.57 
Consigned 
goods 14,438.42 
Goods in 
process 31,464.02 
Material 113,860.99 
Fuel 1,250.00 
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Liabilities 
Current liabilities: 
Accounts payable 313.45 
Notes payable 225,000.00 225,313.45 


Capital stock and surplus: 
Capital stock 362,500.00 
Surplus 21,946.69 584,446.69 





Students’ Department 


Starch 800.00 
Supplies 1,300.00 
277,183.00 
Accounts 
receivable 63,492.58 
Cash 119,126.06 459,801.64 


Deferred charges: 
prepaid taxes 208.96 
Unexpired 
insurance 660.41 
Prepaid 
interest 5,100.00 5,969.37 





809,760.14 809,760.14 


The only point to be noted is the treatment of the sale of waste. Some 
would consider this an item of miscellaneous income like the rent from 
the tenements. Since the waste is a saving from the material used, it 
seems more logical to consider it a reduction of the cost of that material. 


Question 2: teal 
From the following statement of facts set up the trial balance of the 

Broad Exchange bank, December 31, 1918, after closing, and prepare 

therefrom a condensed statement of condition as of the same date: 

Due from banks, $74,975; time certificates of deposit, $10,000; cashier’s 
cheques, $496,349.75; re-discounts, $400,000; customers’ loans, $500,000; 
bills purchased, $550,000; exchanges for clearing house, $320,000; due to 
banks, $834,000; certified cheques, $12,500; cash, $956,750; demand certifi- 
cates of deposit, $2,500; transit department, $100,000; on deposit with 
Federal Reserve bank, New York, $48,500; demand loans, $125,000; time 
loans, $80,000; bonds and mortgage owned, $100,000; coupon deposits, 
$3,750; on deposit with National City bank, $53,062.50 ; depositors, $765,910; 
banking house, $200,000; furniture and fixtures, $25,000; capital stock 
issued and outstanding, $500,000; securities owned, $96,812.50; surplus, 
$201,090.25; accrued interest receivable, $1,075; interest purchased, $125; 
unearned discount, $5,200. 


Answer to Question 2: 
TriAL BaLANcE, BroaD ExcHANGE BANK, DecemBer 31, 1918 


Customers’ loans 500,000.00 
Bills purchased 550,000.00 
Demand loans 125,000.00 
Time loans 80,000.00 
Bonds and mortgages 100,000.00 
Securities 96,812.50 
Banking house 200,000.00 
Furniture and fixtures 25,000.00 
Due from banks 74,975.00 
National City bank 53,062.50 
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Federal Reserve bank, New York 
Transit items 

Exchanges for clearing house 
Cash 

Accrued interest receivable 
Interest purchased 

Capital stock 

Surplus 

Due to banks 

Depositors 

Demand certificates of deposit 
Time certificates of deposit 
Coupon deposits 

Certified cheques 

Cashier’s cheques 

Notes re-discounted 
Unearned discount 


Broap ExcHANGE BANK 


48,500.00 
100,000.00 
320,000.00 
956,750.00 

1,075.00 
125.00 





500,000.00 
201,090.25 
834,000.00 
765,910.00 
2,500.00 
10,000.00 
3,750.00 
12,500.00 
496,349.75 
400,000.00 
5,200.00 





3,231,300.00 


3,231,300.00 








Condensed statement of condition, December 31, 1918 


Assets 
Loans 1,255,000.00 
Bonds and mortgages 100,000.00 
Securities 96,812.50 
Banking house 200,000.00 
Furniture and fixtures 25,000.00 
Due from banks 276,537.50 


Cash and clearing house 


cheques 1,276,750.00 





3,230,100.00 


Question 3: 
Define : 
(a) Treasury stock 
(b) Nominal accounts 
(c) Accrued interest 
(d) Controlling account 
(e) Deferred charges. 


Answer to Question 3: 


Liabilities 


Capital stock 


Surplus 


Unearned interest, net 
Due to banks 
Demand deposits 


Time and special deposits 


Certified and cashier’s 


cheques 


Notes re-discounted 


500,000.00 
201,090.25 
4,000.00 
834,000.00 
768,410.00 
13,750.00 


508,849.75 
400,000.00 


3,230,100.00 


(a) Treasury stock is such portion of the capital stock of a corporation 
as has been fully paid for and legally issued and has since been acquired 


by the issuing corporation, either by purchase or by donation. 
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(b) Nominal accounts represent those items which are temporarily 
carried among the assets and liabilities, but are only nominally such, as 
representatives of the increase or decrease of the net worth. They there- 
fore represent the profits or losses and expenses of a business and are 
closed into the revenue account, the final result of which represents the 
net profit or loss in one amount. 

(c) Bonds and sometimes notes bear interest payable at specified 
future dates. This interest accrues from day to day and becomes an 
asset due at the next specified date in the case of bonds or notes owned 
and a liability in case of those issued, in proportion to the number of 
days that have elapsed since the beginning of the interest period as com- 
pared with the total number of days in the period. 

(d) A controlling account is an account kept on the general ledger 
which represents in one account the sum of all the transactions and of 
all the balances of a group of accounts kept on another ledger or other 
book called a subsidiary. The subsidiary book is not always a ledger, but 
may be a record of individual items, such as a notes receivable register 
or voucher record. 

(e) Deferred charges are in reality expenses, but differ from those 
which are at once chargeable against revenue, in that they were not 
incurred for the current year alone but were intended to benefit one or 
more future years as well. They therefore hold an intermediate position 
between real assets and ordinary expenses. Such an item is an insurance 
premium paid October 1 covering a year from that date. As three-quarters 
of the time covered is in the next year, three-quarters of the premium 
paid may be carried forward as an asset under the head of deferred 
charges if the books are closed at the end of the calendar year. 

When the organization expenses of a concern have been large, it is 
manifestly unfair to charge them all off against the first year’s operations, 
since subsequent years will receive an equal benefit from them, if they 
are legitimate and proper. Therefore they can be carried as an asset, to 
be charged off during as many years as would be reasonable. 

Question 4: 

What should be the controlling factor in determining whether or not 
certain items may properly be capitalized? 
Answer to Question 4: 

The controlling factor in determining whether or not an item shall 
be capitalized—that is included among the fixed assets in which the capital 
is invested—is whether it constitutes an addition to the actual value of 
the permanent property of a business, either in the shape of entirely new 
fixed assets such as a new building or new machinery or of such actual 
additions to fixed assets already in existence as will cause a distinct 
increase in their intrinsic value. 

Alterations to fixed assets which increase their intrinsic value should 
not be permanently capitalized, neither should they be charged off at once 
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as an expense. As their effect is to increase future profits they should 
be gradually charged off against those profits, and in the meantime should 
be carried as deferred charges, or as betterments. 


Question 5: 

(a) How should a trading company, acting also as agent for an in- 
dividual trader, show on its balance-sheet the unsold consigned goods of 
the principal? 

(b) How should the principal show the goods on his own balance-sheet ? 
Answer to Question 5: 

(a) As a consignee is in possession of the goods merely as an agent 
and has no title to them, they are neither an asset nor the cause of a 
liability. Therefore no notice of the goods should be taken on the balance- 
sheet, which is a statement of assets and liabilities. If any advances have 
been made on the goods, the amount would appear as an asset under the 
heading “advances on consignments.” 

(b) The principal should show the goods as an item of the inventories, 
at cost plus any expenses incurred in putting them in the hands of the 
agent. 


Question 6: 


Name the elements essential to the proper calculation of a depreciation 
charge. 


Answer to Question 6: 

Original cost, including all the elements of cost necessary to bring it 
to a condition in which it is ready to produce value. 

Probable life, estimated on the basis of the character of the asset and 
the conditions attendant upon its use. 

Repairs, since an asset that is kept in first class repair does not de- 
preciate as fast as one that is not. 

Danger of obsolescence, unless provided for by a special reserve for 
contingencies, such as obsolescence or inadequacy. 

Break-up or scrap value, since the loss from depreciation is lessened 
by the amount realized from the asset when finally discarded. 


Question 7: 

How would you prove in quantities the inventory of materials at 
beginning of year if you had superintended an actual inventory at end of 
year? 

Answer to Question 7: 

I could do this only in case I could get the necessary information from 
the records or from the working conditions. If the concern is making 
standard goods, the quantity of each class of material per unit in each 
class of product multiplied by the number of units manufactured during 
the year would give the quantity of material consumed, due consideration 
being given to the material in the goods in process. The inventory at the 
end of the year plus the quantity consumed during the year, minus the 
purchases during the year should give the quantity on hand at the begin- 
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ning of the year. If the records do not show the quantity used during 
the year or if the quantity in the different units varies so that there is no 
regularity about it, no figures could be produced that would be trustworthy. 


Question 8: 
Give journal entry to express declaration of a dividend. 


Answer to Question 8: 


Surplus xxx 
Dividend No.......... XXX 

To record declaration of dividend of............see0e: 

per cent. on capital stock, payable................. to 

stockholders of record.............. , as per resolution 


of the board of directors at meeting held............ 


Question 9: 
How would you treat unclaimed dividends? 


Answer to Question 9: 


It is usual to mail cheques for dividends to all the stockholders on the 
day on which the dividend is payable. If letters containing the cheques 
are not returned as undelivered, all the stockholders are presumed to have 
received them. If some of the cheques are not presented to the bank 
for payment, they must be treated like any other outstanding cheques, and 
no entry would be made on the books. If some of the cheques are re- 
turned undelivered, they may be deposited in the general bank account, 
being credited to “unclaimed dividends.” They would be an active 
liability, since the stockholders are liable at any moment to appear and 
demand them. 

If cheques are not sent out but stockholders are notified to call for 
their dividends or to send orders for them, the whole dividend would be 
credited to dividend account. Any dividends not called for would be 
represented by the credit balance of this account, which would appear 
as a liability in the balance-sheet. 


Question I0: 


_ Can you mention any distinction between dividends declared out of 
income and dividends declared out of profits realized from the increment 
of invested values? 


Answer to Question I0: 

There would be no distinction in the treatment on the books, the 
profits in either case being credited and the dividends charged to surplus. 
In notifying the stockholders of a dividend out of profits realized from 
the increment in invested values, the directors should be very careful to 
state the source of the dividend, in order that the stockholders may not 
get an exaggerated idea of the operating profits of the business. 

It is to be noted that the question reads “profits realized from the 
increment in invested values.” If the profits are realized, it must be that 
the assets have been sold. If the increment is merely the reflection of 
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a rise in market value, a dividend based on it would be unauthorized, 
since dividends must be predicated on actual profits and not on those 
which may be temporary only. 
Question II: 
Define 
(a) Contingent liability 
(b) Actual liability 
Answer to Question II: 

(a) A contingent liability is one that is not at present an enforceable 
claim but may become so, usually through the default or action of 
some third party. Examples are the endorsement on a note receivable 
that has been discounted, which will not become a claim unless the maker 
fails to pay it; claims for damages that may be settled adversely to the 
concern; and guarantees, such as those given by the makers of automobile 
tires, agreeing to replace the tires if they do not meet certain mileage 
requirements. 

(b) An actual liability is one the amount of which is settled and must 
be paid in full at some more or less definitely fixed time or on demand. 
Such are ordinary accounts payable, notes payable and bonds. 


ACTUARIAL QUESTIONS (OPTIONAL) 
Question 12: 

A bond, bearing interest at 5% per annum, payable annually, and repay- 
able in five years, with bonus of 10%, is for sale. What price can a 
purchaser pay who desires to realize 6% on his investment? 

(V° @ 6% = .7473) 
Answer to Question I2: 

The purchaser of the bond can afford to pay the present value of the 
benefits which he will receive, which are (assuming the par of the bond is 
$1,000.00) : 

(a) The par plus a 10% bonus, or $1,100 due at maturity, five years 

hence. 

(b) The interest payments of $50 to be collected at the end of each 

of five years. 
Since the present value of 1 due 5 periods hence at 6% is_ .7473, 
the present value of $1,100.00 is .7473 x 1100, or $822.03. 

The interest payments are an annuity, the present value of which is 
computed as follows: 


Present value of 1 due 5 periods hence 7473 

Compound discount 2527 

Present value of annuity of 1 (.2527 ~— .06) = 4.2116 

Present value of annuity of 50 (4.2116 « 50) = 210.58 

Present value of $1,100 at maturity ; 822.03 
Present value of interest annuity . 210.58 
Price to be paid on a 6% basis 1,032.61 
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While not required by the question, it is desirable to set up a schedule 
of amortization to prove the answer. 




















Debit Carrying 
Year  Creditinterest Debitcash bond account value 
1,032.61 
1 61.96 50.00 11.96 1,044.57 
Fs 62.67 50.00 12.67 1,057.24 
3 63.43 50.00 13.43 1,070.67 
4 64.24 50.00 14.24 1,084.91 
5 65.09 50.00 15.09 1,100.00 
317.39 250.00 67.39 
Note—not part of the answer. If the examinee does not remember 


the formula for calculating the present value of an annuity, he may find 
it by calculating the value of each payment separately, thus: 


50.00 — 1.06 = 47.17 
47.17 ~— 1.06 = 44.50 
44.50 + 1.06 = 41.98 
41.98 + 1.06 = 39.60 
39.60 + 1.06 = 37.36 





Present value of annuity 210.61 


Question 13: 


A lease has five years to run at $1,000.00 a year payable at the end of 
each year, with an extension for a further five years at $1,200.00 a year. 
On a 6% basis what sum should be paid now in lieu of the ten years’ rent? 

(V° @ 6% = .7473) 


Answer to Question 13: 
The present value of the ten rents is computed as follows: 
(a) Present value of an immediate annuity of 5 rents of $1,000 each, 
discounted at 6%. 
(b) Present value of an annuity of 5 rents of $1,200 each, deferred for 
five periods. 
(a) Since the present value of 1 due 5 periods hence at 6% 
= .7473, the compound discount is .2527. 
and the present value of an annuity of 1 = 4.21167 
and the present value of an annuity of 1000 = 4211.67 
(b) If the five rents of $1,200 each were to be discounted at 
the beginning of the sixth year of the lease, their 
present value would be that of an ordinary annuity, 
computed thus: 


Present value of annuity of 1 4.21167 
Multiply by 1,200 
5,054.00 
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But since these rents are discounted at the 


beginning of the first year, multiply by 7473 
Present value of last five rents 3,776.85 
Present value of first five rents 4,211.67 
Present value of ten rents 7,988.52 


Setting up an amortization schedule to prove: 


SCHEDULE OF AMORTIZATION OF LEASEHOLD PREMIUM 


End of Credit Credit Balance of 
year Debit rent interest leasehold premium 

7,988.52 
1 1,000.00 479.31 520.69 7,467.83 
2 1,000.00 448.07 551.93 6,915.90 
3 1,000.00 414.95 585.05 6,330.85 
4 1,000.00 379.85 620.15 5,710.70 
5 1,000.00 342.64 657.36 5,053.34 
6 1,200.00 303.20 896.80 4,156.54 
7 1,200.00 249.39 950.61 3,205.93 
8 1,200.00 192.36 1,007.64 2,198.29 
9 1,200.00 131.90 1,068.10 1,130.19 

10 1,200.00 67.81 1,132.19 
11,000.00 3,009.48 7,990.52 





It is manifest at the end of the fifth year that there is a slight inaccu- 
racy, the balance being $5,053.34 instead of $5,054.00, as calculated. This 
is owing to not carrying the calculation of V* beyond four decimals. 
The true value is a trifle more than .747258. But in these calculations 
a discrepancy of only $2.00 out of $11,000.00 in ten years is considered 
entirely satisfactory for all practical purposes. 


Notes IN A BALANCE-SHEET 


Editor, Students’ Department: 

Sr: In the January number of THE JouRNAL oF ACCOUNTANCY you 
mention in answer to question 4 regarding valuation of inventory, that 
as far as financial standing is concerned cost valuation should be used 
showing the market value as a note. I am very much interested in this 
and would thank you to inform me as to the technical handling of such 
a note in the books and in the final balance-sheet. 

Your courtesy in the above matter will be very much appreciated. 

Yours very truly, 
x WW. EB. 

New York. 


The use of notes in a balance-sheet is open to the objection that they 
cannot be made a necessary part of the statement, because the table will 
balance whether they are included or not. Therefore, if the note calls 
attention to some fact that is considered detrimental by the officers of a 
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company, they can leave it out without impairing the accuracy of the 
effective figures. This is especially true if the note is a foot-note below 
the balance-sheet, and therefore not even included between the lines 
ruled above and below it. 

The best way is to make it as far as possible an integral part of the 
balance-sheet by inserting it on the same line as the account to which it 
refers. Suppose two cases in an inventory that cost $100,000: first that 
at the date of the balance-sheet the goods were worth on the market 
only $90,000; and second that the market price had risen to $110,000. 
The balance-sheet might show: 


lst inventory (cost $100,000) worth $90,000 
2nd inventory (now worth $110,000) cost 100,000 


The officers would be justified in objecting to the first entry, but would 
of course be very glad to let the second one stand. 

Only the amount of the inventory that appears in the regular column 
of the balance-sheet would appear in the books. The notes are merely 
explanatory and are not part of the accounts. 


WHEN Is A Prorit MADE? 
Editor, Students’ Department: 


Sir: It is requested that you discuss the following problem: 

Company “A” enters into a contract with company “B” whereby com- 
pany “A” supplies to company “B” a certain piece of raw material and 
company “B” performs certain labor operations thereon for cost plus a 
stipulated profit of $10.00 per unit. 

The terms of the contract are: company “B” is to store the finished 
units until sale is made by company “A” and as company “B” ships (to 
purchasers as directed by company “A”) the cost plus the profit becomes 
payable. The question involved is, when does company “B” earn the 
profit? Would it be permissible on account of income tax to defer the 
profit until it is payable? 

It is the writer’s opinion that theoretically the profit is earned when 
the work is completely nerformed, but in the event of heavy manufacture 
and light sales toward the end of the fiscal year, there is danger that 
following that method large profits would be shown and hence a con- 
siderable income tax become due and payable for the year, but the funds 
to pay such tax might not become available for a considerable time. 

The terms of the contract do not stipulate what method of settlement 
is to be made if company “B” accumulates a large stock of completed 
units, which company “A” does not sell, but it is assumed that company 
“B” will refuse to manufacture the units after a reasonable stock has 
been accumulated, until sales are made. A. B. B. 

Youngstown, Ohio. 


The answer to this letter depends upon an important condition that 
is not stated, namely, the time when B is to be paid for the work it has 
done, unless it is intended that B shall wait until sales are made before 
receiving any payment, which does not seem probable. 

Company A sells the goods, although they are shipped by company B. 
Therefore it must be understood that company A collects from the cus- 
tomers and pays company B the amount due it for its work on the 
material. 
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Company B has nothing to do with selling the goods and should not 
be affected by any delay on the sales. It holds the goods in storage and 
ships them out purely as an accommodation to company A, probably to 
save cartage or freight. Therefore the situation as between the two com- 
panies is exactly the same as if company B returned the goods to company 
A upon completion of the work on them. Storing the goods subject to 
the orders of company A has the same effect as delivering them to com- 
pany A. 

It follows that, when company B notifies company A that certain units 
are finished and are held for orders, company B has the right to consider 
that it has earned the agreed $10.00 per unit, that it can charge company 
A in current account and that it can expect payment within a reasonable 
time. In that case company B has earned the profit on completion of its 
work. 

However, if company B has been so short-sighted as to make a contract 
which provides that it is not to be paid until the goods are sold, it has 
not earned its profits until company A sells. In that case it should carry 
its share in the goods at whatever cost it has put into them until a sale 
is made, when it can charge company A at $10.00 and thus realize its 
profit. 

Therefore it all depends upon the time at which company B can 
charge the account of company A and expect payment. No profit is made 
on any transaction until some one owes for the goods or the services. 

If company A owes company B on completion of the work, as should 
be the case, the more work company B can do, the better, provided its 
storage capacity is not too limited. On the other hypothesis, company B 
must use its best judgment as to how many units it must furnish in order 
to be sure always to have enough on hand with which to make deliveries 
on the sales of company A. 


Fire Loss 


Editor, Students’ Department: 


Sir:—Will you advise me what entries to make properly to adjust the 
following fire loss on books: 


Estimated loss on fixtures and building 3,500.00 
Amount of insurance paid 2,800.00 
Finished goods—estimated loss 8,500.00 
Merchandise—estimated loss 625.00 
Machinery department A 225.00 

Machinery department B 2,000.00 ce 
Furniture department B 325.00 2,325.00 
Furniture department C 192.08 
Office furniture 510.00 
Estimated loss 12,377.08 
Amount of insurance paid 9,000.00 

Yours truly, 
Philadelphia, Pennsylvania. F, D. M. 
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In case of a fire loss, the transactions must be put on the books in the 


order in which they occurred. 
First record the fire. 
Fire loss (in posting, detail the items) 15,877.08 
Fixtures and buildings 
Finished goods 
Merchandise 
Machinery, department A 
Machinery, department B 
Furniture, department B 
Furniture, department C 
Office furniture 
To record estimated loss by fire 
Cash 11,800.00 
Fire loss, insurance on buildings 
Fire loss, insurance on contents 
Payments by insurance companies 
Surplus 4,077.08 
Fire loss, loss on buildings 
Fire loss, loss on contents 
Net loss resulting from fire. 


3,500.00 
8,500.00 
625.00 
225.00 
2,000.00 
325.00 
192.08 
510.00 


2,800.00 
9,000.00 


700.00 
3,377.08 


Surplus is charged because the loss is an accidental and extraneous 
loss. Profit and loss would be charged only in case a fire were considered 


part of the normal operations of the business. 
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“Some Phases of Capital Stock” 


Editor, The Journal of Accountancy: 

Sir: A communication from A. R. M. Boyle, C. A., appearing in the 
July issue of THE JoURNAL oF ACCOUNTANCY attacks rather vigorously the 
writer’s opinion (as expressed in Some Phases of Capital Stock printed in 
the May issue) that there is some question as to the propriety of writing 
off stock discounts. In the circumstances a brief reply is perhaps justified. 

Mr. Boyle’s first point is that there is no reason why the balance-sheet 
should show original proprietorship as distinct from accumulated profits 
since the balance-sheet purports to present the status of the enterprise at a 
given moment of time and does not attempt to show the history of the 
business ; hence, there is no objection to cancelling stock discounts against 
undivided profits. This contention is not unreasonable but is perhaps 
stated a little too roundly by Mr. Boyle. The balance-sheet does not show 
the history of the business, but probably many accountants would agree 
that both the past and prospective situations should not be ignored in the 
preparation of this statement. Surely one reason for the use of valuation 
accounts to measure the decline in the value of fixed assets, with a con- 
sequent retention of cost figures and accumulated expirations for a time at 
least in the balance-sheet, is the desire to preserve original costs—and not 
depreciated present values—in the financial statements. Further, some 
accountants urge that definite contingencies should either be recorded 
directly in the balance-sheet or in an attached statement. This practice 
means that the prospective situation is brought into the balance-sheet. 
Still further, it would surely be admitted by anyone familiar with the 
taking of inventories and the work of actually preparing the statements 
that it is only ideally that the balance-sheet shows the momentary con- 
dition of a business. It is not considered good accounting, for example, 
to take into account current prices in valuing merchandise on hand pro- 
vided the original cost is lower than the current cost. 

Referring to an illustration appearing in the article, Mr. Boyle states 
that “no stockholder has any right to read that the original amount in- 
vested was $100,000 or that the total accumulated profits during the com- 
pany’s life are $20,000, but only that these figures represent the present 
capital and surplus in the business.” Assuming this statement to be true 
it is submitted that what the stockholder has a right to do and what he 
does do are not the same thing. The typical stockholder undoubtedly 
attaches the significance of original investment to the par of the stocks 
outstanding; and he does not understand a technical matter like the can- 
cellation of a discount. 

Whether or not it is the function of the balance-sheet to show the 
amount of original proprietary investment it would perhaps be admitted 
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that this figure is a fact of some importance in any case, and that there is 
nothing vicious in a proposal to retain this item intact in the statements, 
if it can be done conveniently. 

Mr. Boyle’s second point is found in the statement that “if a stock- 
holder wishes to learn what change has taken place in the surplus since 
the presentation of the last balance-sheet he should refer to the other state- 
ments furnished him and in a form that he can readily understand.” The 
writer does not share Mr. Boyle’s optimism with respect to the ability of 
the investor readily to understand the statements usually furnished him; 
and in any case it should be pointed out that the following statement ap- 
pears in the writer’s article: “It is true that an intelligent examination of 
income sheet and balance-sheet in conjunction by a person with some 
knowledge of accounting would serve to explain the disappearance of a 
stock discount item and a reduction in surplus of a like amount.” Since 
this possibility was admitted in the article why does Mr. Boyle imply that 
the matter was overlooked? 

Mr. Boyle then points out that there are many other ways of sub- 
dividing, appropriating, labeling and segregating surplus than its use to 
eliminate stock discounts. In the next paragraph he criticizes the writer 
severely for calling attention to the same fact. It should be admitted that 
in the statement referred to the writer had in mind the abuses which are 
sometimes practised in regard to surplus as well as the legitimate practices, 
but Mr. Boyle is quite right in stating that “surely Mr. Paton does not 
mean to say that the entire profits of a company are to be continually 
salted down in surplus account year after year and never used for any 
purpose.” In view of this very evident fact, why set up a man of straw 
and flatten him with such enthusiasm? Further, although it is entirely 
proper for the directors to make appropriations from surplus, it is to be 
feared that Mr. Boyle attaches too much importance to the shifting of 
surplus from account to account (which is often all such appropriations 
mean.) Such phrases as the “utilization of profits” and the “setting aside 
of profits” are suggestive of definite action with respect to actual funds of 
assets and are, perhaps, a little unfortunate when applied to purely formal 
transpositions of surplus. 

In conclusion, the point should be emphasized that the writer’s article 
was intended more as a suggestion than as a statement of fundamental 
principle. At least it was not even implied that the obliteration of dis- 
counts was a peculiarly vicious accounting practice, as it was admitted in 
several places that the integrity of the total proprietorship figure was 
undisturbed by such a practice. In view of this fact why so much heat? 
Why does Mr. Boyle say that in the first paragraph of the article in ques- 
tion, “we are also advised that the accounting profession either does not 
understand certain matters or in its treatment of them wilfully ignores 
certain important aspects of them”? What the writer did say was that 
a study of the texts, articles and discussions of the subject “discloses the 
fact that either some of these matters are not fully understood or, at least, 
some of the generally accepted methods of accounting for certain sub- 
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sidiary phases of capital stock ignore important aspects of the situation.” 
This is an impersonal, carefully qualified, temperate and true statement. 
Why does Mr. Boyle use the phrase “wilfully ignore”, and why does 
he attempt to construe this modest statement into a deliberate attack 
upon the accounting profession? This last is the more ridiculous in view 
of the fact that the texts, articles and discussions referred to are largely 
supplied by academicians. The writer is frankly at a loss to understand 
Mr. Boyle’s apparent anxiety to misunderstand the tone and content of the 
article in question. 
Yours truly, 
W. A. PATON. 


Washington, D. C., July 17, 1919. 





Oklahoma State Board of Accountancy 


The governor of Oklahoma has re-appointed Tom D. Boydston 
secretary and treasurer of the state board of accountancy for a term of 
three years. The ex-officio members of the board are S. A. Freeling, at- 
torney general, and Fred Parkinson, state examiner and inspector. 





Maryland Association of Certified Public Accountants 
At the annual meeting of the Maryland Association of Certified Public 
Accountants the following officers were elected for the ensuing year: 
R. C. Reik, president; C. Wilmer Black, vice-president, and R. C. 
Morrow, secretary-treasurer. 





Herbert J. Brooke & Co. announce that they have admitted George 
M. Doty to partnership. The name of the firm will be Herbert J. Brooke, 
Doty & Co., with offices in the Lumber Exchange building, Chicago. 





H. W. Courter and Wm. C. Rhyne announce the formation of a partner- 
ship under the firm name of Courter & Rhyne with offices at 34 Pine street, 
New York. 





Djorup & McArdle announce that Arthur B. McArdle has been ad- 
mitted to the firm. The firm name will now be McArdle, Djorup & 
McArdle. 





Scovell, Wellington & Co. announce the removal of their New York 
office to 27 William street. 





Henry Varay announces that he is returning to practice at 20 Broad 
street, New York. 





W. B. Lathrop announces the removal of his office to 327 South La Salle 
street, Chicago. 
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